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Introduction 


This  volume  of  technical  appendixes  to 
ProPAC's  April  report  seeks  to  provide  the  back- 
ground material  and  detailed  analyses  that  both 
informed  the  Commission's  deliberations  and  ulti- 
mately helped  shape  its  conclusions. 

For  the  most  part  the  contents  consist  of  mate- 
rials generated  by  ProPAC's  staff;  in  a  few  in- 
stances the  material  was  produced  under  contract 
and  appears  with  attribution. 

Readers  seeking  an  overview  of  how  the  Medi- 
care prospective  payment  system  operates  should 
consult  the  opening  section  of  last  year's  techni- 
cal appendix.  Last  year's  volume  also  contained 
extensive  analysis  of  the  market  basket  element 
in  the  update  factor,  and  issues  in  patient  classi- 
fication and  DRG  construction;  those  analyses  re- 
main relevant  to  ProPAC's  ongoing  efforts. 

These  appendixes  are  presented  in  five  sections. 
Sections  A  and  B  correspond  to  the  Commission's 
two  major  responsibilities,  namely,  updating 
and/or  adjusting  the  PPS  standardized  payment 
amounts,  and  maintaining  the  adequacy  of  the 
DRG  case  mix  measurement  system  for  payment 
purposes. 

A  subject  new  to  this  year's  ProPAC  agenda, 
and  the  basis  of  several  recommendations,  per- 
tains to  the  inclusion  of  capital  costs  in  Medicare 
prospective  payments.  Appendix  A  thus  includes 
extensive  discussion  of  the  capital  issue. 


Material  in  Appendix  B  includes  considerations 
and  statistical  evidence  regarding  the  capability 
of  the  present  DRG  system  to  respond  appropri- 
ately to  certain  new  costly  technologies  and  high 
cost  devices.  In  addition,  the  section  details  the 
Commission's  review  of  a  number  of  DRGs  iden- 
tified as  requiring  adjustment. 

While  quality  of  care  considerations  permeate 
the  work  and  analyses  of  the  Commission,  Ap- 
pendix C  offers  significant  findings  and  informa- 
tion pertaining  to  three  specific  matters  critical  to 
quality  assurance:  beneficiary  understanding  of 
the  operation  of  PPS,  the  role  of  Peer  Review 
Organizations,  and  the  nature  of  the  appeals  proc- 
ess available  to  challenge  certain  patient  care  de- 
cisions made  by  Medicare  providers.  Appendix 
C  also  contains  an  analysis  of  the  distributional 
impact  of  the  transition  to  national  payment  rates. 

Two  PPS-related  compilations  of  materials 
comprise  the  last  two  sections:  an  updated  and 
categorized  list  of  current  research  efforts  concern- 
ing a  wide  range  of  PPS  issues,  and  the  complete 
list  of  DRG  weights. 

Taken  together,  the  appendixes,  by  creating  a 
comprehensive  record,  seek  to  facilitate  greater 
understanding  of  the  policy  judgments  that  re- 
sulted in  the  Commission  Report's  set  of  33  rec- 
ommendations. 
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INTRODUCTION 

The  Commission's  mandate  includes  the  devel- 
opment of  recommendations  regarding  an  appro- 
priate annual  percentage  change  in  payments  for 
hospital  discharges  (the  "update  factor").  Towards 
that  end,  Congress  required  consideration  of  the 
following  elements: 

1.  Changes  in  the  composition  and  prices  of 
goods  and  services  purchased  by  the  hospi- 
tal ("the  hospital  market  basket"); 

2.  Hospital  productivity; 

3.  Technological  and  scientific  advances; 

4.  The  quality  of  health  care  provided; 

5.  Long-term  cost-effectiveness  in  the  provision 
of  hospital  services. 

Based  upon  this  charge,  the  Commission  di- 
vided the  update  factor  into  two  major  compo- 
nents: a)  changes  in  the  market  basket  (inflation 
in  goods  and  services  purchased  in  the  hospital) 
and  b)  changes  in  all  other  factors  deemed  rele- 
vant to  updating  payment.  This  latter  category 
became  termed  the  "discretionary  adjustment  fac- 
tor" (DAF) — the  quantitative  factor  in  the  update 
factor  that  accounts  for  changes  in  hospital  pro- 
ductivity, substitution  of  site  of  care,  scientific  and 
technological  advancement,  real  case-mix  change, 


quality  of  health  care,  and  long-term  cost-effec- 
tiveness of  services  provided.  The  update  factor 
can  thus  be  expressed  as  an  equation: 

Update  =  Market  Basket  +  DAF 

Appendix  A  contains  detailed  background  in- 
formation regarding  both  ProPAC's  specific  up- 
date factor  recommendation  and  several  other 
recommendations  related  to  the  standardized 
amounts.  For  analysis  of  market  basket  issues,  the 
reader  should  consult  the  1985  Technical  Appen- 
dix. This  section  begins  with  discussion  of  the  as- 
sumptions and  data  underlying  ProPAC's  fiscal 
year  1987  DAF  recommendation  (including  a  sep- 
arate discussion  of  the  DAF  for  excluded  hospi- 
tals). Other  topics  addressed  relate  to:  recalcula- 
tion of  the  standardized  amounts  (including  a 
commissioned  speed  audit  evaluation),  labor  mar- 
ket areas  and  the  area  wage  index,  and  Medicare 
payments  for  hospital  capital  costs.  One  sub- 
ject— the  disproportionate  share  adjustment — was 
also  extensively  analyzed  in  last  year's  technical 
appendix.  One  other  subject — rural  hospital  pay- 
ments— encompasses  issues  that  include  but  also 
extend  beyond  consideration  of  the  standardized 
amount. 


THE  DISCRETIONARY  ADJUSTMENT  FACTOR  (DAF) 


The  DAF  is  the  quantitative  expression  of  the 
Commission's  policy  judgment  regarding  the  rate 
at  which  the  Medicare  standardized  amounts  (PPS 
hospitals)  or  hospital  base-year  costs  (non-PPS 
hospitals)  should  increase  or  decrease  beyond  in- 
flation in  the  hospital  market  basket.  This  judg- 
ment reflects  considerations  outlined  in  the  stat- 
ute as  well  as  any  other  considerations  which  the 
Commission  determines  to  be  important. 


The  remainder  of  this  discussion  will  focus  on 
the  development  of  the  DAF  for  PPS  hospitals. 
Factors  considered  in  the  development  of  the  DAF 
for  excluded  facilities  are  outlined  in  a  policy  pa- 
per prepared  by  Lewin  and  Associates,  Inc.  for 
the  Commission.  An  excerpt  of  this  paper's  Ex- 
ecutive Summary  is  included  elsewhere  in  the 
Technical  Appendix. 
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Framework  for  the  Development 
off  the  Fiscal  Year  1987  Discretionary 
Adjustment  Factor  (DAF)  for 
PPS  Hospitals 

For  this  report's  fiscal  year  1987  DAF  recom- 
mendations, the  Commission  has  adopted  the 
same  framework  as  was  developed  for  its  April 
1985  Report. 

The  Commission  believes  that  together  with  the 
market  basket  measure  of  inflation,  the  DAF  rec- 
ommendations should  result  in  an  update  factor 
which  represents  the  smallest  rate  of  increase  con- 
sistent with  maintaining  sufficient  access  to  high 
quality  hospital  services  for  Medicare  benefici- 
aries. While  the  Commission's  recommendations 
do  not  explicitly  take  into  account  budgetary  con- 
siderations related  to  the  Medicare  Trust  Fund's 
solvency  or  the  federal  deficit,  they  were  devel- 
oped in  recognition  of  a  very  constrained  fiscal 
environment. 

The  Commission  also  recognizes  that  actions 
to  reduce  the  federal  deficit  could  have  significant 
impact  on  the  fiscal  year  1987  update  factor.  Nev- 
ertheless, the  Commission  believes  that  the  DAF 
should  reflect  its  best  judgment  as  to  the  amount 
necessary  to  provide  efficient  and  effective  hos- 
pital inpatient  services. 

Quantitative  Foundation  for 
the  Fiscal  Year  1987  DAF 
Recommendations 

In  constructing  the  DAF,  the  Commission  is 
concerned  with  identifying  factors  that  produce 
a  change  in  the  average  cost  of  a  discharge  and 
determining  the  effect  of  these  changes  on  the 
standardized  amounts.  The  Commission  recog- 
nizes that  many  factors  can  affect  the  average  cost 
per  case  and  that  it  is  difficult  to  develop  precise 
estimates  of  the  impact  of  individual  factors.  Be- 
cause these  factors  are  so  closely  related,  avail- 
able data  frequently  reflect  more  than  one  DAF 
component.  For  example,  length  of  stay  reduc- 
tions reflect  hospital  productivity  changes  as  well 
as  shifts  of  services  from  inpatient  to  out-of- 
hospital  settings. 


Despite  these  data  limitations,  the  Commission 
has  attempted  to  allocate  its  fiscal  year  1987  over- 
all DAF  recommendation  to  the  following  four 
components  considered  in  its  development:  1) 
Scientific  and  Technological  Advancement,  2) 
Hospital  Productivity  Change,  3)  Site  of  Care 
Substitution,  and  4)  Real  Case-Mix  Change.  A  nu- 
meric allowance  was  developed  for  each  compo- 
nent, after  consideration  of  the  interrelationships 
among  the  components.  These  allowances  repre- 
sent broad  guidelines;  they  do  not  imply  a  high 
degree  of  precision  or  specificity  in  the  estimation 
of  individual  components. 

In  total,  the  Commission  recommends  that  the 
fiscal  year  1987  update  factor  include  a  0.5  per- 
cent reduction  to  accommodate  the  considerations 
outlined  in  the  DAF  recommendations,  compared 
to  a  0.2  percent  reduction  recommended  for  fis- 
cal year  1986.  The  numeric  value  of  the  Commis- 
sion's total  DAF  recommendation  is  subject  to 
change  in  the  next  few  months  as  more  recent  in- 
formation on  hospital  case-mix  change  becomes 
available. 

A  comparison  of  the  Commission's  DAF  rec- 
ommendations for  fiscal  year  1986  and  fiscal  year 
1987  follows: 

Percentage  Allowance 
DAF  Component  1986  1987 

Scientific  and  Technological  Advancement    +1.5  to  +2.0  +0.7 

Hospital  Productivity   -1.5  to  -2.0  -1.5 

Product  Change/Site  of  Care  Substitution   —1.0  —0.6 

Net  Adjustment  (Before  Inclusion  of  the 
Allowance  for  Real  Case-Mix  Change)   —1.0  —1.4 

Real  Case-Mix  Change1   +0.8  +0.9 

DAF  Total    -0.2  -0.5 

Within  the  overall  DAF  recommendation,  the 
first  two  components  (scientific  and  technologi- 
cal advancement,  hospital  productivity)  represent 
policy  goals,  whereas  the  last  two  components 
(product  change/site  of  care  substitution)  repre- 
sent policy  judgments  about  the  incorporation  of 
historical  changes  into  future  rates. 


'The  quantitative  allowance  for  this  adjustment  was  not  included 
in  last  year's  April  recommendations  but  was  subsequently  estimated 
in  the  Commission's  response  to  the  Secretary's  preliminary  rule  gov- 
erning the  FY  1986  PPS  payment  rates. 


Although  separate  allowances  for  quality  or 
long-term  cost-effectiveness  of  care  are  not  estab- 
lished, the  Commission  treats  these  factors  as 
overarching  considerations  in  setting  the  level  of 
DAF  and  in  examining  each  of  the  DAF  compo- 
nents. More  specifically,  the  Commission  views 
quality  and  long-term  cost-effectiveness  as  objec- 
tives to  be  achieved  by  implementation  of  rational 
payment  policies. 

In  establishing  the  level  of  DAF,  the  Commis- 
sion wishes  to  ensure  that  the  Medicare  program 
pays  a  reasonable  price  for  inpatient  hospital  ser- 
vices so  that  access  and  quality  of  care  will  not 
be  compromised.  The  Commission  also  wishes  to 
establish  a  level  that  is  limited  so  as  to  maintain 
the  appropriate  incentives  for  hospitals  to  con- 
tinue to  seek  the  most  cost-effective  techniques 
for  providing  services. 

The  remainder  of  this  discussion  outlines  the 
quantitative  information  used  to  develop  the 
Commission's  fiscal  year  1987  DAF  recommen- 
dations. 

Net  Intensity 

The  Commission  began  the  development  of  an 
overall  DAF  recommendation  by  examining 
trends  in  net  intensity  per  admission.  Net  inten- 
sity is  a  measure  of  changes  in  hospital  expenses 
per  case  after  accounting  for  inflation  (i.e.,  the 
inflation  adjusted  net  effect  of  all  the  DAF  com- 
ponents). Changes  in  net  intensity  per  admission 
reflect  productivity,  case  mix  and  patterns  of  prac- 
tice changes,  as  well  as  errors  in  the  measurement 
of  input  prices  and  time  lags  between  input  price 
increases  and  expenditure  increases.  Measures  of 
net  intensity  also  reflect  increases  in  capital  ex- 
penses that  are  currently  not  included  in  the  PPS 
payments. 

One  way  to  evaluate  growth  in  net  intensity 
is  to  compare  it  to  growth  in  the  general  econ- 
omy as  measured  by  the  growth  in  "real"  GNP, 
the  gross  national  product  adjusted  for  inflation. 
The  growth  in  real  GNP  provides  a  useful  barom- 
eter of  change  in  relative  "affordability"  against 
which  trends  in  the  hospital  industry  can  be 
evaluated. 

During  the  period  1970-83,  real  GNP  per  cap- 
ita grew  at  an  average  rate  of  1.5  percent  per  year 


(Table  A-l).  From  1970  to  1983,  net  intensity  per 
admission  grew  more  than  3  percent  annually.  If 
the  four  years  of  wage  and  price  controls  in  the 
early  1970s  and  voluntary  cost  containment  in 
1979  to  1980  are  omitted,  the  average  is  closer  to 
4  percent  annually.  Under  cost  based  reimburse- 
ment, hospitals  faced  few  financial  constraints  in 
their  ability  to  expand  and  add  new  services. 
Thus,  prior  to  PPS,  the  industry  generally  grew 
at  twice  the  rate  of  the  general  economy. 

In  1984,  the  growth  in  net  intensity  per  admis- 
sion appeared  to  moderate  (1.7  percent)  but  rose 
again  to  3.9  percent  in  the  first  eight  months  of 
1985.  While  it  appears  that  the  rate  of  real  growth 
in  hospital  expenses  per  case  continues  to  be  ap- 
proximately double  that  of  the  general  economy, 
this  most  recent  measure  of  net  intensity  masks 
some  important  changes  under  PPS. 

Measures  of  intensity  are  sensitive  to  short-term 
shifts  in  volume.  The  recent  increase  in  net  inten- 
sity per  case  can  largely  be  attributed  to  decreases 
in  admissions  rather  than  increases  in  hospital  ex- 
penses. 

While  net  intensity  per  case  increased  3.9  per- 
cent in  the  first  eight  months  of  1985,  hospital  ad- 
missions decreased  6.0  percent  and  expenses  ad- 
justed for  inflation  decreased  approximately  2.2 
percent  during  the  first  nine  months  of  1985  (Ta- 
bles A-2  and  A-3).  That  is,  hospitals  did  reduce 
their  expenses  during  the  second  year  of  PPS,  but 
they  did  not  reduce  them  quickly  enough  or  to 
the  extent  necessary  to  offset  the  largest  reduc- 
tion in  hospital  admissions  to  have  occurred  in 
the  past  15  years. 

Scientific  and  Technological  Advancement 

In  the  Commission's  first  Report  to  the  Secre- 
tary, the  scientific  and  technological  advancement 
allowance  represented  a  future  oriented  policy  tar- 
get that  would  provide  additional  funds  for  the 
hospitals  to  improve  their  product  by  incorporat- 
ing quality-enhancing  but  cost-increasing  health 
care  advances.  The  Commission  included  in  its 
recommendation  a  positive  allowance  for  this 
component  of  1.5  to  2.0  percent  of  the  standard- 
ized amount.  For  fiscal  year  1987,  the  Commis- 
sion has  recommended  a  positive  allowance  of  0.7 
for  this  component. 
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Table  A-1.— Annual  Percentage  Changes  In  The  Growth  Of  The  General  Economy 
Compared  To  The  Inpatient  Hospital  Sector  Of  The  Economy 


I  n  nat  i  ont 

I I  1  yjel{  1  C 1  1  I 

I  n  nat  i ont 
1 1 1  pall  t?l  1 1 

O  cM  l  c  l  dl 

1— 1  r\c  r\\ t  a  i 
nuopi  idl 

1— 1  r\c  r»  i  t  al 
nuopi  Idl 

E—  rr\  n    m  \t 

noui  lUi  i  ly 

1  nf  1  at  i  nn^ 
l  ll  1 1 dl l u 1 1 

Real 

1 1 1  pU  I  r  I  lUc 

M  o i  lntoncit\/ 

iNCl  iiHciioiiy 

Palonrlar  Yoar 
Udici  lUdi    I  col 

O  IN  r 

Par  Panitab 

1  nf  1  at  i/"\n 
1 1 1 1  Idl \U\  1 

Par  AHmiccinn^ 
rcl  MUllllbolUM 

1970   

5.2% 

5.4% 

-0.5% 

6.5% 

3.5% 

1971   

8.6 

5.0 

1.6 

5.2 

4.7 

1972   

10.1 

4.1 

4.6 

5.0 

3.6 

1973   

11.8 

5.8 

4.7 

5.7 

1.7 

1974   

8.1 

8.9 

-1.6 

9.1 

2.1 

1975   

.  .  .  .  8.0 

9.2 

—  2.1 

1 1 .0 

4.9 

1976 

10  9 

5.2 

4.4 

8.7 

5.6 

1977   

11.7 

5.8 

4.5 

8.0 

4.1 

1978   

12.8 

7.4 

3.9 

8.7 

2.9 

1979   

11.7 

8.7 

1.7 

9.4 

0.8 

1980   

8.8 

9.2 

-1.3 

12.7 

0.7 

1981   

12.3 

9.4 

1.3 

13.3 

3.6 

1982   

4.0 

6.0 

-2.9 

9.4 

5.7 

1983   

7.7 

3.8 

2.8 

5.5 

4.4 

1984   

11.0 

4.0 

5.6 

5.7 

1.7 

1985d  

5.8 

3.3 

1.5 

5.3 

3.9 

Average  Annual 

Increase   

.  .  .  .  9.3 

6.3 

1.8 

8.1 

3.4 

General  inflation  is  measured  by  the  GNP  price  deflator. 

DReal  GNP  is  a  residual  category  and  represents  a  measure  of  the  GNP  adjusted  for  inflation. 

cNet  intensity  per  admission  is  a  residual  category  of  expenditures  not  accounted  for  by  input  prices.  Along  with  additional 
resources  applied  to  patient  care,  it  may  include  productivity  changes,  changes  in  case  mix,  or  patterns  of  use,  errors  in 
the  measurement  of  input  prices,  and  time  lags  between  input  price  increases  and  expenditure  increases. 

"^General  economy  data  are  for  calendar  year  1985.  Hospital  industry  data  are  through  1984  and  for  the  first  6  months  of  1985. 

SOURCE:  Hospital  input  prices  from  the  American  Hospital  Association.  Net  intensity  calculated  as  a  residual.  GNP  and  general 
inflation  measures  through  1983  from  Freeland  and  Schendler,  HCF  Review  (spring  1984)  and  personal  communica- 
tion from  Freeland;  for  1984  and  1985  from  the  U.S.  Department  of  Commerce.  Real  GNP  is  calculated  as  a  residual. 
Population  data  from  the  U.S.  Bureau  of  the  Census. 


Table  A-2.— Percent  Change  In  Hospital  Admissions;  Total  Admissions,  For  Persons  Under  Age  65, 

And  For  Persons  Over  Age  65 


Admissions 

Admissions 

Admissions 

Per  1 ,000 

Admissions 

Per  1,000 

All 

Admissions 

Age  Under 

Age  Under 

Age  65  And 

Age  65  And 

Admissions 

Per  1,000 

65 

65 

Over 

Over 

1970   

6.3% 

5.9% 

7.2% 

7.1% 

2.6% 

0.4% 

1971   

0.4 

-1.3 

-0.3 

-2.0 

3.4 

1.1 

1972   

2.6 

1.4 

1.6 

0.5 

6.1 

3.8 

1973   

3.5 

2.5 

2.9 

2.0 

5.7 

3.2 

1974   

3.7 

2.7 

3.0 

2.2 

6.0 

3.4 

1975   

0.3 

-0.7 

-1.0 

-1.7 

4.5 

1.6 

1976   

3.4 

2.4 

2.2 

1.4 

7.0 

4.3 

1977   

2.5 

1.5 

1.9 

1.1 

4.4 

1.7 

1978   

0.4 

-0.6 

-1.0 

-1.9 

4.9 

2.3 

1979   

2.7 

1.5 

1.7 

0.8 

5.3 

2.6 

1980   

2.9 

1.7 

1.5 

0.4 

6.7 

4.3 

1981   

0.9 

-0.2 

0.0 

-0.9 

3.0 

0.9 

1982   

0.0 

-0.9 

-1.6 

-2.4 

4.1 

1.9 

Average  Increase  1971-82  .  . 

2.3 

1.2 

1.4 

0.5 

4.9 

2.4 

1983   

-0.5 

-1.5 

-2.8 

-3.6 

4.7 

2.6 

1984   

-3.7 

-4.7 

-4.2 

-5.0 

-2.6 

-4.7 

1985a   

-6.0 

-6.9 

-5.9 

-6.6 

-6.1 

-8.1 

Average  Increase  1983-85  . . 

-3.4 

-4.3 

-4.3 

-5.1 

-- 1 .3 

-3.4 

a1985  estimate  based  on  first  eight  months  of  data  compared  to  first  eight  months  of  1984. 


SOURCE:  Admission  data  from  the  American  Hospital  Association  National  Panel  Survey.  Population  data  from  the  U.S.  Department  of  Commerce,  Bureau  of  the  Census. 
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Table  A-3.— Percentage  Changes  In  The  Real  Growth 
Of  The  General  Economy  Compared  To  The  Real 
Growth  In  Hospital  Expenses— 1983  Through 
First  6  Months  of  1985a 


Real  Inpatient 

Calendar  Year 

Expenses 

Real  GNP 

1983  

3.8% 

3.8% 

1984  

-2.4 

6.7 

1985b   

-2.2 

2.4 

Average  Annual  Increase 

1983-1985   

-0.3 

4.3 

^eal  growth  in  the  hospital  industry  or  the  economy  as  a  whole  represents 
growth  in  dollars  above  that  amount  accounted  for  by  inflation. 

bData  for  the  economy  as  a  whole  is  estimated  for  calendar  year  1985;  data  for 
the  hospital  industry  is  based  on  the  first  8  months  of  calendar  1985 


SOURCE:  Inpatient  expense  data  from  the  American  Hospital  Association  Na- 
tional Panel  Survey.  GNP  measures  for  1983  from  Freeland  and  Schen- 
dler,  HCF  Review  (Spring  1984)  and  personal  communication  from 
Freeland;  for  1984  and  1985  from  the  U.S.  Department  of  Commerce. 


The  reduction  of  this  component  from  the 
Commission's  fiscal  year  1986  recommendation 
partially  reflects  allocation  of  some  of  the  ob- 
served changes  in  net  intensity  to  the  real  case- 
mix  change  component  of  the  DAF.  It  also  par- 
tially reflects  the  offset  for  additional  science  and 
technology  funds  provided  by  the  recommended 
add-on  payments  for  MRI  (Recommendation  29). 
The  Commission  believes  that  targeted  adjust- 
ments of  this  type  should  be  offset  in  the  DAF  so 
that  the  total  amount  allowed  remains  unchanged 
by  the  addition  of  an  add-on  payment. 

Under  current  law,  financial  support  for  new 
technologies  also  is  provided  through  the  retro- 
spective cost-based  reimbursement  for  capital  ex- 
penses (capital  pass-through).  In  1985,  the  Com- 
mission estimates  that  growth  in  capital  expenses 
(adjusted  for  inflation)  contributed  1.0  percent- 
age point  to  the  3.9  percent  increase  in  net  inten- 
sity per  case.  If  capital  is  incorporated  into  the 
standardized  amounts  at  a  level  lower  than  pro- 
jected under  current  law,  the  scientific  and  tech- 
nological advancement  component  of  the  DAF 
should  be  increased  to  reflect  the  additional  appro- 
priate capital  resources  required  for  funding  this 
component  of  the  DAF.  Development  of  meas- 
ures upon  which  to  base  the  scientific  and  tech- 
nological advancement  allowance  is  hampered  by 
limited  data.  Last  year,  comparisons  were  made 
of  real  growth  in  the  general  economy  (taking  in- 
flation into  account)  to  growth  in  the  hospital  in- 
dustry as  measured  by  increases  in  net  intensity. 


As  noted  above,  however,  measures  of  net  in- 
tensity provide  an  indication  of  the  impact  of 
changes  in  all  the  DAF  components  on  hospital 
expenses  per  case.  This  measure  does  not  provide 
a  direct  indication  of  the  historical  investment  in 
scientific  and  technological  advancement,  let 
alone  a  measure  of  quality  enhancing  cost  effec- 
tive technologies. 

This  year,  the  Commission  has  attempted  to 
obtain  an  estimate  of  the  potential  impact  on 
Medicare  costs  per  case  of  newly  introduced  de- 
vices or  treatments  by  examining  a  select  group 
of  technologies  that  have  been  identified  through 
the  Commission's  process  for  analyzing  the  ade- 
quacy of  individual  DRG  payments.  Although  the 
estimates  in  Table  A-4  reflect  only  a  select  subset 
of  technologies,  the  conclusion  still  emerges  that 
all  of  the  cost-increasing  technologies  taken  to- 
gether add  no  more  than  $57  million  to  Medicare 
costs  per  case  (approximately  a  0.14  percentage 
point  contribution  to  the  DAF). 

Funds  for  new  technologies,  however,  consti- 
tute only  a  fraction  of  the  amounts  the  Commis- 
sion considers  appropriate  for  inclusion  in  this  al- 
lowance. A  broader  definition  of  scientific  and 
technological  advancement  would  not  be  limited 
to  the  impact  of  high  cost  new  technologies,  but 
would  reflect  changes  in  hospital  expenses  at- 
tributable to  diffusion  of  new  technologies  over 
time  and  changes  in  practice  patterns.  This  broad- 
er definition  would  encompass  funds  to  cover  hos- 
pital expenses  that  might  be  incurred  to  enhance 
the  quality  of  services  related  to  improvements 
in  relatively  low  cost  technologies  ("little  ticket" 
items)  or  those  related  to  relatively  high  cost  tech- 
nologies ("big  ticket"  items). 

Two  recent  papers2  3  lend  support  to  the  Com- 
mission's decision  to  consider  a  broader  defini- 
tion in  the  development  of  this  DAF  component. 
These  studies  conclude  that  changes  in  practice 
patterns  may  have  a  far  more  substantial  effect 
on  treatment  costs  than  simply  the  purchase  of 
new  devices.  In  a  select  number  of  conditions,  the 


2Showstack,  J. A.,  Stone,  M.H.,  and  Schroeder,  S.A.,  "  The  Role 
of  Changing  Clinical  Practices  In  the  Rising  Costs  of  Hospital  Care," 
N.E.J.M.,  313(19):1201-1207,  November  7,  1985. 

3Scitovsky,  A. A.,  "Changes  in  the  Cost  of  Treatment  of  Selected 
Illnesses,"  1971-1981,  Medical  Care,  23(12):  1345-1356,  December 
1985. 
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Table  A-4.— Specific  Technologies  And  Treatment  Changes  Examined  By  ProPAC 


Technology/ 
Treatment  Change 


Estimated  Impact 
on  Medicare  Patient 
Costs/Yr3 


Assumptions 


COST  INCREASING  TECHNOLOGIES: 

MRI   


$27  Million 


Pacemakers 


Implantable  Defibrillators. 


Heart  Transplants 


Thoracoabdominal  Aortic-Aneurysm 
Resection  


Cochlear  Implantation 


COST  DECREASING  TECHNOLOGIES: 

Extracorporeal  Shockwave  Lithotripsy. 


$10.2  Million 


$8.4  Million 


$1.9-2.1  Million 


$1.1-2.3  Million 


$6.9  Million 


($9.2  Million) 


Percutaneous  Transluminal  Angioplasty 


($74.1  Million) 


Assumes  add-on  payments  to  the  70%  of  discharging 
hospitals  that  own  MRIs  of  $124  per  scan,  add-on 
payments  to  the  30%  not  owning  MRIs  of  $282  per 
scan,  and  157,500  Medicare  inpatients  scans  per 
year.  Add-on  payments  are  average  costs,  with  the 
operating  cost  component  adjusted  by  30%  to 
account  for  substitution  with  other  imaging 
techniques. 

Estimates  that  35%  of  patients  will  receive  dual- 
chamber  pacemakers.  An  estimated  25%  of 
pacemaker  patients  currently  receive  them. 

The  manufacturer  expects  to  supply  300  devices  to 
Medicare  patients  in  the  next  year.  The  estimated 
average  cost  per  case  is  $28,000. 

National  Heart  Transplant  Study  estimates,  assuming 
Medicare  coverage  in  the  near  future.  The  number  of 
Medicare  eligible  recipients  is  estimated  to  be  32  per 
year  in  1986.  Estimated  cost  per  case  is 
$60,000-66,000. 

Assumes  250  Medicare  patients/yr  with  average  costs 
$5,000-$1 0,000  more  than  for  other  surgery  for  aortic 
aneurism  repair.  To  date,  only  5  to  6  hospitals 
perform  this  surgery. 

Assumes  that  500  Medicare  patients  receive  an  implant 
in  the  first  year  of  coverage,  30%  single  channel 
devices  at  $8,160  per  hospitalization  and  70%  double 
channel  devices  at  $16,120/hospitalization. 


Assumes  168  cases/yr  per  hospital  at  40  hospitals  in 
fiscal  year  1987.  Assumes  10%  of  the  ESWL  cases 
would  not  have  had  surgery.  A  10%  ESWL  failure 
rate  was  included  in  the  cost  savings.  Conventional 
stone  surgery  cost  per  case  was  estimated  to  be 
$5,667  and  average  cost  per  case  of  ESWL  was 
estimated  at  $3,120. 

Assumes  substitution  of  PTCA  for  coronary  artery 
bypass.  There  were  7,563  Medicare  cases  in  fiscal 
year  1984.  Another  748  patients  are  estimated  to  have 
failed  PTCA  and  required  coronary  artery  bypass 
surgery  during  the  same  hospitalization.  Average 
costs  were  $5,905  for  simple  PTCA  cases  and 
$15,707  for  DRG  108  cases  (other  cardiac  or  thoracic 
procedures  with  pump). 


aEstimates  of  incremental  change  in  operating  costs  for  Medicare  beneficiaries  in  the  next  year.  Does  not  include  costs  or  savings  related  to  followup  care.  Cochlear 
implants  and  heart  transplants  are  not  currently  covered  services.  Many  of  these  technologies  are  expected  to  diffuse  rapidly  within  several  years  with  accompanying 
large  increases  in  incremental  costs.  For  example,  currently  about  18,000  Medicare  patients/year  are  candidates  for  the  implantable  defibrillator,  and  there  are  an 
estimated  70,000  total  Medicare  recipients  who  may  benefit  from  cochlear  implantation. 

SOURCE:  ProPAC  estimates. 


studies  found  substantial  rises  in  costs  for  diag- 
noses involving  new  treatment  modalities  such  as 
breast  cancer  and  acute  myocardial  infarction  and 
only  moderate  changes  in  those  without  major 
treatment  changes  such  as  cataract  excision,  to- 
tal hip  replacement,  and  duodenal  ulcer.  Because 
of  the  small  number  of  conditions  studied  rele- 


vant to  the  Medicare  population  and  the  involv- 
ment  of  only  two  institutions,  quantitative  esti- 
mates for  the  DAF  cannot  be  drawn  from  these 
studies.  Nevertheless,  they  do  suggest  that  the  esti- 
mates for  this  component  of  the  DAF  should  be 
broader  than  simply  the  cost  of  new  devices.  It 
is  important  to  note,  however,  that  a  substantial 
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portion  of  the  increased  costs  associated  with 
changing  patterns  of  practice  will  be  accounted 
for  elsewhere  in  the  DAF,  namely  in  the  provi- 
sions for  real  case-mix  change. 

Productivity /Efficiency  Potential 

The  productivity  allowance  in  the  DAF  is  a  fu- 
ture oriented  target  that  partially  reflects  poten- 
tial changes  in  both  efficiency  and  productivity 
resulting  from  PPS  incentives  to  reduce  the  num- 
ber and  cost  of  resources  used  to  treat  patients. 
In  part,  however,  this  allowance  also  reflects  the 
success  of  past  hospital  efforts  to  achieve  produc- 
tivity gains  that  are  continuing  to  be  realized  in 
the  present.  The  Commission  adopted  the  posi- 
tion that  it  is  both  desirable  and  appropriate  for 
productivity  gains  to  be  translated  into  price  re- 
ductions. These  price  reductions  are  expected  to 
occur  over  time.  Thus  the  fruits  of  productivity 
gains  may  not  be  realized  in  a  single  year  but  ac- 
crue over  time. 

The  Commission  also  adopted  the  principle  that 
such  gains  should  be  shared  between  the  Medi- 
care program,  the  Medicare  beneficiaries,  and  the 
hospital  industry.  Productivity  decreases,  how- 
ever, should  not  be  directly  subsidized  by  the  PPS. 

The  following  measures  of  practice  pattern 
change  serve  as  indicators  of  the  potential  for 
productivity  improvement. 

Average  Length  of  Stay. — Data  from  the  Amer- 
ican Hospital  Association's  National  Panel  Sur- 
vey indicates  that  length  of  stay  has  fallen  almost 
continuously  since  1970  (Table  A-5).  Length  of 
stay  continued  to  fall  during  the  first  eight  months 
of  1985  but  the  rate  of  decrease  has  substantially 
slowed  compared  to  1984.  The  percent  decline 
continues  to  be  greatest  for  those  age  65  or  older 
compared  to  all  adults  combined  (-2.9  percent  for 
those  age  65  and  older  compared  to  -2.1  percent 
for  all  adults).  As  can  be  seen  in  Table  A-6,  the 
major  sources  of  reduction  in  Medicare  patients' 
average  length  of  stay  during  the  early  stages  of 
PPS  can  be  attributed  to  reductions  in  routine 
days,  and  among  surgical  cases,  to  reductions  in 
post-op  days.  Applying  the  60  percent  marginal 
cost  assumption  adopted  in  last  year's  report,  and 
adjusting  for  site  substitution  and  changes  in  real 
case  mix  accounted  for  elsewhere  in  the  DAF,  the 


2.9  percent  reduction  in  length  of  stay  potentially 
could  yield  a  2.2  percent  reduction  in  costs.  If  this 
cost  savings  is  to  be  shared  between  the  industry 
and  the  program,  then  the  2.2  percent  reduction 
would  be  translated  into  about  a  1.1  percent  re- 
duction in  price. 

Ancillary  Services. — Medicare  program  data 
indicate  that  inflation  adjusted  total  ancillary 
charges  for  patients  remained  relatively  constant 
between  1981  and  1984.  This  finding  may  mask 
significant  productivity  gains  made  by  the  hos- 
pital industry  in  certain  departments.  For  exam- 
ple, laboratory  and  radiology  Medicare  patient 
charges,  as  a  percentage  of  total  Medicare  ancil- 
lary charges,  decreased  slightly,  while  drugs  and 
medical  supplies  increased  slightly  during  this 
period.  Evidence  from  a  study  conducted  for 
ProPAC  by  the  Commission  on  Professional  and 
Hospital  Activities  (CPHA),  and  Monitrend  data 
from  the  AHA  provide  further  indication  that  hos- 
pitals are  reducing  the  amounts  of  certain  ancil- 
lary services  provided  to  patients  and  increasing 
the  provision  of  others. 

Monitrend  data  are  based  on  a  self-selected 
sample  of  hospitals  subscribing  to  the  AHA's  Hos- 
pital Administrative  Service.  The  data  permit 
analyses  of  productivity  trends  for  only  a  limited 
subset  of  ancillary  services.  These  data  are  for  all 
discharges  from  the  hospital;  therefore  they  do 
not  permit  comparison  of  the  experience  of  Medi- 
care patients  to  non-Medicare  patients. 

Nevertheless,  these  data  provide  an  indication 
of  the  potential  for  productivity  gains  that  is  con- 
sistent with  trends  found  in  the  Medicare  program 
data  and  data  from  the  CPHA  study  described 
below,  although  the  magnitude  of  the  potential 
changes  may  not  be  comparable  from  data  set  to 
data  set.  The  Monitrend  data  show  consistent  de- 
clines in  workload  units  or  procedures  per  dis- 
charge for  laboratory,  diagnostic  radiology  and 
EEG/ECG/EKG  services,  and  increases  in  CAT 
scans  since  1983  (Table  A-7). 

The  CPHA  data  set  is  derived  from  a  group  of 
729  hospitals,  of  which  165  provided  data  for  this 
portion  of  the  project.  Data  from  the  CPHA  in- 
dicate that  for  laboratory  items  and  diagnostic  test 
items,  the  proportion  of  Medicare  patients  receiv- 
ing a  given  service  did  not  decline  between  1980 
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Table  A-5.— Trends  In  Hospital  Length  Of  Stay  (LOS)  For  All  Adults, 
And  For  Persons  Over  Age  65 


Percent  Change 


LOS,  All 
Adults 

Percent  Change 
LOS,  All  Adults 

LOS  Age  65 
And  Over 

LOS'  Age  65 
And  Over 

1970  

7.82 

-3.1% 

12.62 

-3.0% 

1971  

7.66 

-2.0 

12.22 

-3.1 

1972  

  7.56 

-1.4 

11.74 

-4.0 

1 973  

  7.44 

—  1 .5 

1 1 .40 

—  2.9 

1974  

  7.38 

—  0.8 

1 1 .31 

—  0.8 

1975   

7.38 

0.0 

11.23 

-0.7 

1976  

7.37 

-0.1 

11.05 

-1.6 

1977   

  7.25 

-1.7 

10.71 

-3.0 

1978  

7.22 

-0.3 

10.59 

-1.2 

1979  

7.15 

-1.0 

10.39 

-1.9 

1980   

7.18 

0.5 

10.38 

-0.1 

1981  

7.21 

0.4 

10.36 

-0.1 

1982  

7.16 

-0.6 

10.13 

-2.3 

Average  1970-82  

7.37 

-0.9 

11.09 

-1.8 

1983  

7.02 

-2.0 

9.68 

-4.5 

1984   

6.66 

-5.1 

8.94 

-7.6 

1985a   

6.54 

-2.1 

8.74 

-2.9 

Average  1983-85  

  6.74 

-3.1 

9.12 

-5.0 

aEstimate  based  on  first  eight  months  of  data  compared  to  first  eight  months  of  1984. 


SOURCE:  American  Hospital  Association  National  Panel  Survey. 


Table  A-6.— Distribution  Of  The  Changes  In  Length  Of  Stay  By  Type  Of  Patient 

Day— 1981  To  1984 


Difference  In  Days 

Length  Of  Stay  Variable  1981-84  

All  Discharges 

Average  Length  Of  Stay   -1.04 

Average  Special  Care  Days/Discharge   -0.01 

Average  Routine  Days/Discharge    -1.03 

Surgical  Discharges9 

Average  Length  Of  Stayb   -1.03 

Average  Special  Care  Days/Discharge   -0.03 

Average  Routine  Days/Discharge   -1.00 

Average  Pre-Op  Days/Discharge   -0.11 

Average  Post-Op  Days/Discharge   -0.91 

aDischarges  classified  into  surgical  DRG  categories. 

^Individual  components  may  not  add  to  the  total  difference  in  length  of  stay  due  to  rounding  errors. 
SOURCES:  1981  MEDPAR  and  1984  PATBILL  files. 


Percent 
Distribution 


100.0% 

1.0 
99.0 

100.0% 
2.9 
97.1 
10.8 
89.2 


and  1984.  Rather,  the  decline  has  occurred  in  the 
average  number  of  ancillary  items  received  by 
each  Medicare  patient.  In  1984,  the  decline  in 
ancillary  items  recorded  per  discharge  for  labora- 
tory and  diagnostic  testing  was  substantial  in  the 
CPHA  hospitals,  even  though  the  average  num- 
ber of  drug  items  received  increased  slightly  (Ta- 
ble A-8). 

The  potential  for  productivity  gains  was  ana- 
lyzed by  applying  the  distribution  of  1984  charges 


(adjusted  for  costs)4  for  Medicare  inlier  patients 
(Table  A-9)  to  the  reduction  in  ancillary  services 
found  in  the  Monitrend  and  CPHA  data  sets. 
Based  on  these  analyses,  the  Commission  has  con- 
cluded that  reduction  in  the  use  of  selected  ancil- 
lary services  could  contribute  to  between  a  0.6 
and  a  2.5  percent  reduction  in  hospital  inpatient 


4Mark-up  ratio  for  ancillary  services  estimated  to  be  1.40;  mark- 
up ratio  for  all  services  estimated  to  be  1.25;  ratio  applied  to  the 
Medicare  charge  distribution  to  obtain  costs  =  1.25/1.40. 
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Table  A-7.— Ancillary  Service  Productivity  Indicators— Monitrend  Data,  1983-85 


Laboratory: 

Weights 

(Proportion  Workload  Units     Workload  Units  Workload  Units 

Of  Sample  Per  Adjusted        Per  Adjusted  Difference        Per  Adjusted  Difference 

Bed  Size                     in  1985)  Discharge-1983      Discharge-1984  1983  &  1984      Discharge-1985      1984  &  1985 

<50    0.1192  257.25 

50-74    0.1131  244.93 

75-99    0.1094  252.55 

100-149    0.1444  256.10 

150-199    0.1199  264.16 

200-299    0.1893  281.03 

300-399    0.1100  310.10 

400+   0.0947  307.47 

1983  Weighted  Average  Workload  Units  Per  Discharge: 

1984  Weighted  Average  Workload  Units  Per  Discharge: 

Percent  Change  From  Previous  Year: 

1985  Weighted  Average  Workload  Units  Per  Discharge: 

Percent  Change  From  Previous  Year: 

ECG/EEG/EKG: 

Weights 
(Proportion     Workload  Units 
Of  Sample       Per  Adjusted 
Bed  Size  in  1985)  Discharge-1983 

<50    0.1192  1  5.48 

50-74    0.1131  17.50 

75-99    0.1094  19.06 

100-149    0.1444  20.19 

150-199    0.1199  21.67 

200-299    0.1893  22.23 

300-399    0.1100  27.54 

400+   0.0947  28.00 

1983  Weighted  Average  Workload  Units  Per  Discharge: 

1984  Weighted  Average  Workload  Units  Per  Discharge: 

Percent  Change  From  Previous  Year: 

1985  Weighted  Average  Workload  Units  Per  Discharge: 

Percent  Change  From  Previous  Year: 

Diagnostic  Radiology: 

Weights 

(Proportion  Workload  Units 

Of  Sample  Per  Adjusted 

Bed  Size  in  1985)  Discharge-1983 

<50                              0.1192  1.54  1.45  -0.09  1.39  -0.06 

50-74                              0.1131  1.97  1.87  -0.10  1.78  -0.09 

75-99                              0.1094  1.99  1.86  -0.13  1.74  -0.12 

100-149                           0.1444  2.12  2.03  -0.09  2.04  0.01 

150-199                           0.1199  2.27  2.11  -0.16  2.09  -0.02 

200-299                           0.1893  2.39  2.35  -0.04  2.26  -0.09 

300-399                           0.1100  2.48  2.33  -0.15  2.33  0.00 

400+                              0.0947  2.57  2.44  -0.13  2.44  0.00 

1983  Weighted  Average  Workload  Units  Per  Discharge:  2.17 

1984  Weighted  Average  Workload  Units  Per  Discharge:  2.07 

Percent  Change  From  Previous  Year:  -4.6% 

1985  Weighted  Average  Workload  Units  Per  Discharge:  2.02 

Percent  Change  From  Previous  Year:  -2.4% 


258.43 
236.17 
230.99 
256.49 
249.22 
269.96 
280.55 
296.60 

271.08 

259.76 
-4.2% 

253.22 
-2.5% 


Workload  Units 
Per  Adjusted 
Discharge-1984 


1.18 

-8.76 
-21.56 
0.39 
-14.94 
-11.07 
-29.55 
-10.87 


247.74 
219.62 
230.13 
245.82 
250.32 
264.61 
270.55 
298.98 


10.69 
16.55 
-0.86 
10.67 
1.10 
-5.35 
•10.00 
2.38 


Difference 
1983  &  1984 


Workload  Units 
Per  Adjusted 
Discharge-1985 


Difference 
1984  &  1985 


13.86 
17.13 
17.97 
19.16 
20.59 
21.85 
26.30 
27.73 

21.31 

20.45 
-4.0% 

20.01 
-2.2% 


Workload  Units 
Per  Adjusted 
Discharge-1984 


-1.62 
-0.37 
-1.09 
-1.03 
-1.08 
-0.38 
-1.24 
-0.27 


12.55 
15.33 
17.27 
19.36 
21.25 
23.56 
25.20 
24.50 


-1.31 
-1.80 
-0.70 
0.20 
0.66 
1.71 
-1.10 
-3.23 


Difference 
1983  &  1984 


Workload  Units 
Per  Adjusted 
Discharge-1985 


Difference 
1984  &  1985 
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Table  A-7.— Ancillary  Service  Productivity  Indicators— Monitrend  Data,  1983-85— Continued 


CT  Scanner: 

Weights 

(Proportion     Workload  Units     Workload  Units  Workload  Units 

Of  Sample       Per  Adjusted        Per  Adjusted        Difference        Per  Adjusted  Difference 


Bed  Size  in  1985)       Discharge-1983     Discharge-1984      1983  &  1984      Discharge-1985      1984  &  1985 

<50   0.1192  0.01  0.04  0.03  0.04  0.00 

50-74    0.1131  0.05  0.06  0.01  0.07  0.01 

75-99    0.1094  0.07  0.06  -0.01  0.07  0.01 

100-149    0.1444  0.08  0.08  0.00  0.10  0.02 

150-199    0.1199  0.10  0.10  0.00  0.13  0.03 

200-299    0.1893  0.12  0.14  0.02  0.15  0.01 

300-399   0.1100  0.14  0.15  0.01  0.16  0.01 

400+   0.0947  0.16  0.18  0.02  0.19  0.01 


1983  Weighted  Average  Workload  Units  Per  Discharge: 

0.09 

1984  Weighted  Average  Workload  Units  Per  Discharge: 

0.10 

Percent  Change  From  Previous  Year: 

11.1% 

1985  Weighted  Average  Workload  Units  Per  Discharge: 

0.11 

Percent  Change  From  Previous  Year: 

10.0% 

SOURCE:  American  Hospital  Association,  Hospital  Activities  Survey/Monitrend  Discharge  Based  Data,  January-June  1983,  1984,  and  1985. 

Table  A-8.— Service  Input  Utilization  Data— Medicare  Patients 


Average  Number  Of  Percent  Change 

Proportion  Of  Patients  Receiving  Laboratory  Average  Number  Of  Laboratory 


At  Least  One  Laboratory  Item           Items  Per  Discharge  Items  Per  Discharge 

1980   0.990  15.427 

1981                                                0.990                                    15.582  1.0% 

1982                                                  0.990                                      15.824  1.6 

1983                                                  0.989                                      15.626  -1.3 

1984                                                  0.986                                      10.302  -34.1 

Percent  Change 
Average  Number  Of  Average  Number  Of 
Proportion  Of  Patients  Receiving           Diagnostic  Test  Diagnostic  Test  Items 
 At  Least  One  Diagnostic  Test  Item  Items  Per  Discharge  Per  Discharge 

1980   0.776  1.124 

1981                                                  0.787                                       1.154  2.7% 

1982                                                  0.794                                       1.183  2.5 

1983                                                  0.790                                       1.176  -0.6 

1984                                                  0.746                                       1.003  -14.7 

Average  Number  Of  Average  Number  Of 
Proportion  Of  Patients  Receiving              Drug  Items  Drug  Items 
 At  Least  One  Drug  Item  Per  Discharge  Per  Discharge 

1980   0.834  1.975 

1981                                                  0.836                                      2.013  1.9% 

1982                                                  0.848                                      2.073  3.0 

1983                                               0.849                                     2.092  0.9 

1984                                                  0.863                                      2.172  3.8 


SOURCE:  Commission  on  Professional  and  Hospital  Activities  (ProPAC  Contract  Number  T-33726021). 
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Table  A-9.— Average  Total  Charges  And  Average  Total  Departmental  Charges 

(Inliers  Only) 


Total  

Total  Room  And  Board  

Routine  

Special  Care  

Total  Ancillary  

Anesthesia  

Drugs  

Inhalation   

Laboratory  

Medical  Supplies  

Other   

Operating  Room  

Radiology   

SOURCE:  FY  1981  MEDPAR  and  FY  1984  PATBILL 


Dollars  Percentages 


i  yo  i 

1  QQA 

1  QQ1 

i  yoi 

2,637.50 

3,545.50 

100.0% 

100.0% 

1,199.03 

1,447.00 

45.5 

40.8 

1,039.77 

1,237.92 

39.4 

34.9 

159.26 

209.08 

6.0 

5.9 

1,431.93 

2,081.56 

54.3 

58.7 

33.06 

45.42 

1.3 

1.3 

262.81 

409.40 

10.0 

11.5 

124.35 

171.06 

4.7 

4.8 

306.79 

408.30 

11.6 

11.5 

178.30 

292.37 

6.8 

8.2 

208.72 

314.26 

7.9 

8.9 

170.69 

251.02 

6.5 

7.1 

147.21 

251.02 

5.6 

7.1 

costs.  As  noted  above,  however,  these  savings 
may  not  result  in  a  reduction  in  total  inpatient 
ancillary  costs  since  a  reduction  in  the  use  of  one 
service  may  be  offset  by  an  increase  in  the  use  of 
another. 

Nonetheless,  in  addition  to  length  of  stay  data, 
these  data  provide  an  indication  of  the  potential 
for  hospital  productivity  gains.  Ancillary  produc- 
tivity improvements,  however,  are  not  entirely 
additive  to  the  savings  from  length  of  stay  reduc- 
tions; the  60  percent  marginal  cost  assumption 
used  to  translate  length  of  stay  reductions  to  cost 
savings  includes  some  ancillary  savings. 

Staffing  Patterns. — Last  year,  the  Commission 
examined  changes  in  staffing  patterns  as  one  in- 
dicator of  the  potential  for  further  productivity 
gain.  The  Commission  noted  that  full-time  equiv- 
alent employees  had  declined  in  hospitals  but  this 
decline  was  less  than  the  decline  in  admissions  or 
length  of  stay.  As  a  result,  full-time  staff  per  ad- 
mission or  per  day  had  increased.  The  Commis- 
sion reasoned  that  this  increase  reflected  the  nat- 
ural lag  between  changes  in  demand  and  staffing 
reductions.  Thus  the  Commission  concluded  that 
over  the  coming  year  or  two,  hospitals  would  ad- 
just to  the  incentives  of  PPS  and  to  the  lower  de- 
mand for  hospital  services  by  reducing  staffing 
levels.  Staffing  trends  between  1984  and  1985  are 
summarized  below: 

•  While  the  use  of  both  full-time  and  part-time 
labor  has  declined,  the  percent  change  has 


been  greater  in  the  full-time  category  during 
the  first  8  months  of  1985.  Full-time  equiva- 
lent inpatient  staff  declined  by  5  percent  dur- 
ing this  period. 
•  Admissions  continue  to  fall  at  a  greater  rate 
than  the  decline  in  full-time  equivalents.  As 
a  result,  full-time  equivalents  per  day  as  well 
as  per  admission  continued  to  rise  during  the 
first  8  months  of  1985  (Tables  A-10  and 
A-ll). 

In  summary,  faced  with  the  new  incentives  in 
the  health  industry,  including  PPS,  hospitals  have 
begun  to  experience  a  reduction  in  the  work  force, 
a  reduction,  however,  that  has  lagged  behind  sig- 
nificant changes  in  hospital  practice  patterns  as 
reflected  in  reductions  in  admissions  and  average 
length  of  stay.  This  would  suggest  that,  over  the 
next  year  or  two,  hospitals  may  have  a  potential 
margin  for  productivity  improvement  from  which 
to  fund  technological  advances. 

Site  of  Care  Substitution 

This  DAF  component  reflects  changes  in  inpa- 
tient resources  resulting  from  the  provision  of  out- 
of-hospital  services  to  patients  who  formerly  re- 
ceived such  services  during  their  inpatient  stay. 
The  Commission  believes  that  the  Medicare  pro- 
gram or  the  Medicare  beneficiary  may  be  over- 
paying for  these  services  since  the  cost  of  ser- 
vices no  longer  rendered  in  the  inpatient  unit  re- 
main in  the  cost  base  used  to  establish  the  DRG 
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Table  A-10.— Changes  In  Labor  Utilization 


Percent  Change 

Percent  Change 

Percent  Change 

Percent  Change 

Total 

Total 

Percent  Change 

Percent  Change 

Inpatient 

Inpatient 

Full-Time 

Part-Time 

Full-Time 

Inpatient 

FTES  Per 

FTES  Per 

Personnel 

Personnel 

Equivalents 

FTES 

Admission 

Patient  Day 

1Q71 

9  fi% 

/o 

9  4% 

/o 

2.6% 

2.2% 

1972   

3.7 

4.0 

3.7 

3.2 

1973   

3.0 

5.4 

3.3 

2.7 

1974   

3.8 

8.9 

4.5 

4.1 

1975   

4.9 

5.3 

5.0 

4.4 

4.1% 

4.0% 

1976   

6.1 

6.3 

6.1 

5.8 

2.3 

2.5 

1977   

5.0 

5.3 

5.1 

4.6 

2.1 

3.9 

1978   

3.3 

6.8 

3.7 

3.2 

2.8 

3.1 

1979   

3.0 

6.7 

3.5 

3.3 

0.7 

1.7 

1980   

4.U 

a.  I 

A  7 
4  f 

A  £ 

4.0 

\  .o 

1  i 
I  .1 

1981  

4.4 

9.4 

5.4 

5.1 

4.3 

3.9 

1982   

4.0 

4.1 

3.7 

3.4 

3.4 

4.0 

Average  Increase 

1971-82  

4.0 

6.2 

4.3 

3.9 

2.6 

3.0 

1983   

1.2 

2.3 

1.4 

0.8 

1.4 

3.4 

1984   

-2.6 

-0.8 

-2.3 

-3.5 

0.2 

5.6 

1985a   

-3.4 

-1.2 

-3.0 

-5.0 

1.0 

3.2 

Average  Increase 

1983-85  

-1.6 

0.1 

-1.3 

-2.6 

0.8 

4.1 

a1985  estimate  based  on  first  eight  months  of  data  compared  to  first  eight  months  of  1984. 

SOURCE:  The  American  Hospital  Association  National  Panel  Survey. 

Table  A-11.— Changes  In  Employment  And  Employee  Related  Expenses 

Percent  Change 

Percent  Change 

Employee 

Percent  Change 

Inpatient  Labor 

Percent  Change 

Percent  Change 

Benefits 

Labor  Expenses 

Percent  Change 

Expense  Per 

FTES 

Average  Salary 

Per  FTE 

Per  FTE 

Inpatient  FTES 

Inpatient  FTE 

1971  

2.6% 

6.4% 

2.2% 

1972   

3.7 

6.7 

3.2 

1973   

3.3 

5.3 

2.7 

1974   

4.5 

7.5 

4.1 

1975   

5.0 

9.3 

16.1% 

10.0% 

4.4 

10.0% 

1976   

6.1 

9.0 

20.3 

10.3 

5.8 

10.2 

1977   

5.1 

8.0 

14.1 

8.7 

4.6 

8.7 

1978   

3.7 

8.4 

12.0 

8.9 

3.2 

8.9 

1979   

3.5 

9.3 

10.3 

9.4 

3.3 

9.4 

1980   

4.7 

11.3 

11.9 

11.4 

4.5 

l  l  .4 

1981  

5.4 

12.5 

17.0 

13.1 

5.1 

13.1 

1982   

3.7 

11.0 

18.8 

12.0 

3.4 

12.0 

Average  Increase 

1971-82  

4.3 

8.7 

15.1 

10.5 

3.9 

10.5 

1983   

1.4 

7.2 

11.9 

7.9 

0.8 

7.9 

1984   

-2.3 

5.6 

10.0 

6.3 

-3.5 

6.2 

1985a   

-3.0 

6.6 

7.6 

6.7 

-5.0 

6.7 

Average  Increase 

1983-85  

-1.3 

6.5 

9.9 

7.0 

-2.6 

6.9 

a1985  estimate  based  on  first  eight  months  of  data  compared  to  first  eight  months  of  1984. 


SOURCE:  The  American  Hospital  Association  National  Panel  Survey. 


19 


payment  rates.  As  such,  the  Commission  has  rec- 
ommended that  a  negative  adjustment  be  included 
in  the  DAF  to  reflect  this  type  of  site  of  care  sub- 
stitution. 

Ideally,  analyses  of  site  substitution  would  in- 
clude examination  of  the  services  received  by  a 
patient  throughout  an  episode  of  illness.  At  the 
time  this  report  was  prepared,  however,  data  trac- 


ing the  costs  of  an  episode  of  illness  for  Medicare 
patients  were  unavailable  to  the  Commission. 

Medicare  program  data  serve  as  one  indicator 
of  trends  in  site  of  care  substitution.  These  data 
indicate  a  steady  reduction  in  the  proportion  of 
Medicare  program  expenditures  for  inpatient  ser- 
vices and  an  increase  in  the  proportion  for  non- 
inpatient  services  (Tables  A-12  and  A-13). 


Table  A-12.— Estimated  Medicare  Benefits  Payments  By  Type  Of  Provider— In  Millions  Of  Dollars 


Outpatient 

Inpatient  Hospital  Hospital3  Physician"  Skilled  Nursing  Home  Health0 


Percent 

Percent 

Percent 

Percent 

Percent 

Dollars 

Change 

Dollars 

Change 

Dollars 

Change 

Dollars 

Change 

Dollars 

Change 

1970 

4,452 

93 

1,814 

298 

89 

1971  

5,182 

16.4% 

137 

47.3% 

1,831 

0.9% 

214 

-28.2% 

76 

-14.6°/ 

1972 

5,887 

13.6 

174 

27.0 

1,996 

9.0 

174 

-18.7 

84 

10.5 

1973 

6,412 

8.9 

175 

0.6 

2,118 

6.1 

179 

2.9 

100 

19.0 

1974  

7,513 

17.2 

319 

82.3 

2,426 

14.5 

214 

19.6 

138 

38.0 

1975  

9,947 

32.4 

509 

59.6 

3,065 

26.3 

273 

27.6 

228 

65.2 

1976 

11,742 

18.0 

717 

40.9 

3,690 

20.4 

308 

12.8 

339 

48.7 

1977  

14,265 

21.5 

953 

32.9 

4,599 

24.6 

351 

14.0 

441 

30.1 

1978 

16,684 

17.0 

1,184 

24.2 

5,327 

15.8 

354 

0.9 

543 

23.1 

1979 

19,067 

14.3 

1,445 

22.0 

6,397 

20.1 

364 

2.8 

647 

19.2 

1980 

22,842 

19.8 

1,809 

25.2 

7,814 

22.2 

387 

6.3 

772 

19.3 

1981 

27,744 

21.5 

2.215 

22.4 

9,513 

21.7 

424 

9.6 

959 

24.2 

1982 

32,729 

18.0 

2.916 

31.6 

11,392 

19.8 

454 

7.1 

1,176 

22.6 

1983  

36,083 

10.2 

3,342 

14.6 

13,498 

18.5 

500 

10.1 

1,545 

31.4 

1984  

  39,050 

8.2 

3,739 

11.9 

14,936 

10.7 

545 

9.0 

1,898 

22.8 

includes  payment  for  routine  maintenance  dialysis  treatments  since  fiscal  year  1974. 

Dlnciudes  payments  for  durable  medical  equipment,  ambulance,  and  several  other  nonphysician  services  covered  under  Medicare  Supplemental  Health  Insurance, 
includes  benefits  paid  under  Medicare  Hospital  Insurance  and  Supplemental  Medical  Insurance. 


SOURCE:  Health  Care  Financing  Administration,  Office  of  Financial  and  Actuarial  Analysis. 


Table  A-13.— Estimated  Medicare  Benefits  Payments  By  Type  Of  Provider— Percent  Of  Total  Payments 


Inpatient  Hospital 

Outpatient  Hospital3 

Physician13 

Skilled  Nursing 

Home  Healthc 

Difference 

Difference 

Difference 

Difference 

Difference 

%  Of 

From  Previous 

%  Of 

From  Previous 

%  Of 

From  Previous 

%  Of 

From  Previous 

%  Of 

From  Previous 

Total 

Year 

Total 

Year 

Total 

Year 

Total 

Year 

Total 

Year 

1970 

66.0% 

1.4% 

26.9% 

4.4% 

1.3% 

1971 

69.7 

3.7 

1.8 

0.5 

24.6 

-2.3 

2.9 

-1.5 

1.0 

-0.3 

1972 

70.8 

1.1 

2.1 

0.3 

24.0 

-0.6 

2.1 

-0.8 

1.0 

0.0 

1973 

71.4 

0.6 

1.9 

-0.1 

23.6 

-0.4 

2.0 

-0.1 

1.1 

0.1 

1974 

70.8 

-0.6 

3.0 

1.1 

22.9 

-0.7 

2.0 

0.0 

1.3 

0.2 

1975 

70.9 

0.1 

3.6 

0.6 

21.9 

-1.0 

1.9 

-0.1 

1.6 

0.3 

1976 

69.9 

-1.0 

4.3 

0.6 

22.0 

0.1 

1.8 

-0.1 

2.0 

0.4 

1977 

69.2 

-0.7 

4.6 

0.4 

22.3 

0.3 

1.7 

-0.1 

2.1 

0.1 

1978 

69.3 

0.0 

4.9 

0.3 

22.1 

-0.2 

1.5 

-0.2 

2.3 

0.1 

1979 

68.3 

-1.0 

5.2 

0.3 

22.9 

0.8 

1.3 

-0.2 

2.3 

0.1 

1980 

67.9 

-0.4 

5.4 

0.2 

23.2 

0.3 

1.2 

-0.2 

2.3 

0.0 

1981 

67.9 

0.0 

5.4 

0.0 

23.3 

0.0 

1.0 

-0.1 

2.3 

0.1 

1982 

67.3 

-0.7 

6.0 

0.6 

23.4 

0.1 

0.9 

-0.1 

2.4 

0.1 

1983 

65.6 

-1.6 

6.1 

0.1 

24.6 

1.1 

0.9 

0.0 

2.8 

0.4 

1984. . . 

.  ..  64.9 

-0.7 

6.2 

0.1 

24.8 

0.3 

0.9 

0.0 

3.2 

0.3 

includes  payment  for  routine  maintenance  dialysis  treatments  since  fiscal  year  1974. 

"includes  payments  for  durable  medical  equipment,  ambulance,  and  several  other  nonphysician  services  covered  under  Medicare  Supplemental  Health  Insurance. 
clncludes  benefits  paid  under  Medicare  Hospital  Insurance  and  Supplemental  Medical  Insurance. 


SOURCE:  Health  Care  Financing  Administration,  Office  of  Financial  and  Actuarial  Analysis. 
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The  Medicare  program  data,  however,  repre- 
sent changes  that  are  due  to  a  variety  of  factors. 
Reductions  in  admissions  due  to  shifts  in  the  site 
of  care  for  all  patients  (both  those  admitted,  as 
well  as  those  not  admitted  to  the  hospital)  are 
reflected  in  reductions  in  Medicare  inpatient  ex- 
penditures. Similarly,  increases  in  the  proportion 
of  expenditures  for  out-of-hospital  services  include 
increased  expenditures  for  patients  never  admitted 
to  the  hospital  as  well  as  expenditures  for  those 
admitted.  While  these  data  serve  as  a  useful  indi- 
cator of  the  existence  of  site  substitution,  the  Com- 
mission concluded  that  it  would  be  inappropri- 
ate to  use  them  for  estimating  the  magnitude  of 
the  substitution  of  non-inpatient  services  rendered 
to  inpatients  during  either  the  pre-  or  post-hos- 
pitalization  period. 

Consequently,  analyses  of  changes  due  to  site 
substitution  have  been  largely  limited  to  analy- 
ses of  CPHA  data,  the  only  data  currently  avail- 
able to  the  Commission  that  reflects  possible  shifts 
in  site  of  care  for  patients  admitted  to  the  hospi- 
tal. In  the  CPHA  analyses,  changes  in  disposition 
status  (e.g.,  discharge  home  with  home  health 
services)  are  analyzed  to  indicate  possible  shifts 
in  site  of  care.  These  changes  in  disposition  cate- 
gories do  not  represent  a  direct  measure  of  shift 
in  services  since  they  represent  changes  in  ser- 


vices ordered  rather  than  services  received  by  pa- 
tients. Nevertheless,  they  do  provide  some  indi- 
cation of  changes  that  are  correlated  to  site  sub- 
stitution. 

Preliminary  results  from  this  study  are  pre- 
sented in  Table  A-14.  This  table  shows: 

•  The  proportion  of  Medicare  patients  dis- 
charged home  with  home  health  services  in- 
creased significantly  between  1983  and  1984. 
The  proportion  discharged  to  SNF  or  ICF 
care  has  increased  steadily  since  1982. 

•  The  trends  for  the  non-Medicare  population 
have  remained  relatively  stable  during  the 
period  under  study. 

When  changes  in  the  proportion  of  Medicare 
patients  discharged  to  other  organized  sites  of  care 
are  considered  together  with  changes  in  length  of 
stay,  we  estimate  that  site  substitution  between 
1983  and  1984  accounted  for  a  0.2  percentage 
point  reduction  in  length  of  stay  or  a  0.12  per- 
centage point  reduction  in  Medicare  patient  cost 
per  case,  assuming  marginal  costs  at  60  percent 
of  the  cost  of  a  patient  day. 

The  Commission  believes,  however,  that  these 
results  substantially  underestimate  the  magnitude 
of  site  substitution  that  has  occurred  under  PPS. 


Table  A-14.— Proportion  Of  Total  Medicare  And  Non-Medicare  Discharges 
By  Discharge  Disposition  Category,  1980-84 


Medicare 


Disposition 

1980 

1981 

1982 

1983 

1984 

Discharged  Home  Or  Self  Care  

.806 

.805 

.806 

.800 

.772 

Discharged  To  Short  Term  Hospitals  . 

.017 

.017 

.017 

.018 

.020 

Discharged  To  SNF  Or  ICFa  

.089 

.089 

.088 

.090 

.099 

Discharged  To  Home  Health  Services 

.023 

.026 

.027 

.033 

.050 

Discharged  Dead   

.065 

.063 

.062 

.059 

.059 

Total  

1.000 

1.000 

1.000 

1.000 

1.000 

Number  of  Discharges  

(410,323) 

(426,644) 

(448,287) 

(467,102) 

(416,023) 

Non-Medicare 

Disposition 

1980 

1981 

1982 

1983 

1984 

Discharged  Home  Or  Self  Care  

.974 

.974 

.973 

.971 

.968 

Discharged  To  Short  Term  Hospitals  . 

.011 

.011 

.012 

.013 

.014 

Discharged  To  SNF  Or  ICFa  

.002 

.002 

.002 

.003 

.003 

Discharged  To  Home  Health  Services 

.004 

.004 

.004 

.005 

.006 

Discharged  Dead   

.009 

.009 

.009 

.008 

.009 

Total  

1.000 

1.000 

1.000 

1.000 

1.000 

Number  of  Discharges  

.  (100,216) 

(99,402) 

(95,332) 

(91,925) 

(86,947) 

aSNF-Skilled  Nursing  Facility;  ICF-lntermediate  Care  Facility. 


SOURCE:  Commission  on  Professional  and  Hospital  Activities  (ProPAC  Contract  Number  T-33726021). 
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In  large  part,  this  underestimate  arises  because 
CPHA  data  reflect  only  a  small  subcomponent  of 
site  substitution.  That  is,  they  reflect  discharge 
disposition  to  formal  sites  of  care  (e.g.,  discharge 
to  nursing  homes,  discharge  to  home  with  home 
health  services).  They  do  not  reflect  follow-up 
care  in  physician's  offices  or  outpatient  depart- 
ments, the  results  of  earlier  discharge  to  out-of- 
hospital  care  settings  or  home  care,  or  the  use  of 
pre-admission  diagnostic  tests  and  other  services. 
Moreover,  a  large  number  of  hospitals  were  not 
on  PPS  or  were  only  on  PPS  for  a  short  period 
of  time  in  1984,  and  thus  had  limited  exposure 
to  the  incentives  under  PPS  for  site  substitution. 
As  a  result,  the  Commission  has  chosen  to  specify 
an  allowance  of  0.6  percent  to  reflect  its  best  judg- 
ment as  to  the  total  effect  of  site  substitution  on 
reducing  Medicare  cost  per  case,  rather  than  the 
more  narrow  site  substitution  reflected  in  the 
CPHA  data  set. 

Case  Mix 

In  last  year's  April  Report,  the  Commission 
concluded  that  since  PPS  payments  automatically 
reflect  all  changes  in  reported  case  mix  as  they 
occur,  an  adjustment  would  be  necessary  to  en- 
sure that  only  changes  related  to  the  types  of  pa- 
tients treated  be  built  into  future  payment  rates. 
Therefore,  the  Commission  recommended  a  low- 
ering of  all  the  DRG  weights  to  adjust  for  changes 
in  DRG  distribution  occurring  during  fiscal  year 
1985;  it  further  recommended  a  portion  of  the  re- 
sulting reductions  in  PPS  payments  be  returned 
to  the  hospitals  through  the  DAF  adjustment  for 
changes  in  the  types  of  patients  treated  ("real" 
case-mix  change). 

While  specific  in  its  recommendation  for  the 
structure  of  a  case  mix  adjustment,  the  Commis- 
sion did  not  provide  a  quantitative  estimate  of  the 
adjustment  in  last  year's  April  Report.  Subse- 
quently, the  Commission  provided  a  single  quan- 
titative estimate  of  real  case-mix  change  in  its  re- 
sponse to  the  Secretary's  proposed  regulations. 

The  Commission's  estimate  was  based  on  a  pre- 
liminary study  by  the  Rand  Corporation  (June 
1985). 5  Rand  estimated  that  a  0.5  percent  quar- 

!The  Medicare  Case  Mix  Index  Increase:  Medical  Practice  Changes, 
Aging,  and  DRG  Creep,  The  Rand  Corporation,  R-3292-HCFA,  June 
1985. 


terly  increase  in  the  Medicare  case-mix  index 
(CMI)  occurred  after  hospitals  switched  to  PPS. 
Based  on  Rand's  preliminary  findings,  ProPAC 
staff  estimated  a  2.0  percent  increase  in  reported 
case  mix  would  occur  during  1985.  Of  this  in- 
crease, 0.8  percent  was  attributed  to  real  case-mix 
changes.  This  estimate  reflected  consideration  of 
historical  trends  in  real-case  mix  change,  recent 
shifts  to  outpatient  treatment,  and  case-mix 
changes  within  DRGs  not  reflected  in  the  case- 
mix  index. 

This  year,  the  Commission  has  attempted  to  de- 
velop separate  allowances  for  real  case-mix 
changes  due  to  changes  in  the  distribution  of 
DRGs  (DRG  case-mix  index)  and  changes  within 
DRG  categories  (patient  complexity). 

In  the  preliminary  Rand  study  referenced 
above,  substantial  increases  in  the  CMI  were 
found  during  the  quarter  in  which  hospitals  first 
come  under  PPS.  Rand  also  reported  that  "DRGs 
with  weights  larger  than  average  contribute  posi- 
tively to  explaining  the  CMI  increase  by  increas- 
ing their  share  of  Medicare  discharges.  DRGs  with 
weights  smaller  than  average  contribute  positively 
to  explaining  the  CMI  increase  by  decreasing  their 
share  of  Medicare  discharges."6  In  analyzing  shifts 
associated  with  PPS  in  pairs  of  DRGs  that  differ 
only  by  the  age  of  the  patient  and  the  presence 
or  absence  of  complications  and  comorbidities 
(CCs),  Rand  found  that  100  out  of  107  pairs  had 
shifts  toward  the  DRG  with  the  higher  weight. 
Based  on  this  finding,  the  study  concluded  that 
"  there  is  strong  evidence  that  coding  changes  have 
contributed  to  the  increase  in  the  CMI."7 

In  a  follow-up  to  its  earlier  study,  Rand  re- 
ported that  CMI  increases  appear  to  have  ended 
with  the  October  1984  quarter.8  These  recent  find- 
ings indicate  that  increases  in  case  mix  index  are 
leveling  off  and  that  the  effect  of  PPS  incentives 
to  improve  coding  may  be  a  one  time  phe- 
nomenon. 

Nevertheless,  the  Commission  believes  that 
while  changes  in  the  DRG  case-mix  index  may 
have  leveled  off,  it  is  consistent  with  recent  ex- 

6Ibid.,  p.  30. 
'Ibid.,  p.  34. 

The  Medicare  Case  Mix  Index  Increase:  Medical  Practice  Changes, 
Aging,  and  DRG  Creep.  Grace  Carter  and  Paul  Ginsburg,  Novem- 
ber 1985.  HCFA  Agreement  18-C-98489,  p.  21. 
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perience  to  expect  a  small  increase  due  to  more 
accurate  coding  as  hospitals  continue  to  adjust  to 
PPS  and  as  hospitals  in  formerly  waivered  states 
(i.e.,  New  York  and  Massachusetts)  are  brought 
into  PPS  for  the  first  time.  Consequently,  for  this 
report,  the  Commission  has  incorporated  a  one 
percent  reduction  in  the  DRG  weights  to  account 
for  observed  changes  in  the  DRG  case-mix  index 
during  fiscal  year  1986.  Based  on  historical  trends, 
we  estimate  that  of  this  increase,  0.2  percentage 
points  are  due  to  real  changes  in  DRG  case  mix. 

These  figures  may  change  as  more  recent  data 
are  reported.  Currently,  no  data  on  DRG  case- 
mix  change  for  fiscal  year  1986  are  available.  It 
appears  that  HCFA  will  seek  to  update  this  study 
with  additional  data  as  claims  from  third  quar- 
ter 1985  are  received  and  processed. 

The  Rand  studies  do  not  directly  address 
changes  in  the  mix  of  patients  within  DRGs.  How- 
ever, the  earlier  Rand  study  (June  1985)  concluded 
that  although  aging  of  the  Medicare  population 
did  not  contribute  to  the  increase  in  the  mix  of 
patients  among  the  DRGs,  aging  may  contribute 
to  an  increase  within  DRGs. 

Evidence  on  changes  in  the  DRG  case-mix  in- 
dex and  patient  complexity  is  being  gathered  by 
the  Commission  through  a  contract  with  the  Com- 
mission on  Professional  and  Hospital  Activities 
(CPHA)  to  study  approaches  to  measurement  of 
case-mix  changes. 

This  study  uses  medical  record  discharge  ab- 
stract data  on  Medicare  and  non-Medicare  dis- 
charges. Data  are  available  from  1980  to  1984  and 
are  to  be  updated  in  the  next  few  months  through 
1985.  Components  of  this  project  include  efforts 
to  determine  measurement  of  changes  in  case  mix 
as  well  as  measurement  of  changes  in  case  com- 
plexity. The  data,  while  based  on  a  self-selected 
sample  of  hospitals,  provide  information  to  as- 
sess case-mix  changes  over  time.  The  reporting 
requirements  concerning  the  numbers  of  diagno- 
ses and  procedures  recorded  on  the  medical  ab- 
stract have  not  changed  during  this  time  period, 
an  important  reliability  component  reflected  in 
neither  the  Medicare  MEDPAR  or  PATBILL  data. 

Case  or  patient  complexity  is  defined  by  the 
Body  Systems  Count  approach  developed  by 


CPHA.  The  body  systems  measure  is  determined 
by  developing  a  score  for  each  patient  based  on 
the  number  of  unique  Major  Diagnostic  Catego- 
ries (MDCs)  reflected  in  the  diagnoses  recorded 
on  abstracts  for  each  patient  stay.  MDCs  are 
groups  of  diagnoses  that  are  broadly  related  to 
one  another  by  the  major  body  system  (e.g., 
digestive  system)  under  which  diagnoses  are 
categorized  by  the  DRG  system.  The  assumption 
is  that  patients  with  a  higher  number  of  MDCs 
are  sicker,  and  more  expensive  to  treat. 

Patients  can  receive  complexity  scores  ranging 
from  1  to  5,  with  1  representing  one  diagnosis  re- 
lated to  one  MDC  and  5  representing  diagnoses 
in  five  or  more  separate  MDC  categories.  If  a  pa- 
tient has  two  diagnoses  within  the  same  MDC, 
the  patient  would  be  assigned  a  complexity  score 
of  one. 

Based  on  the  CPHA  study,  the  Commission  es- 
timates a  0.7  percent  increase  in  patient  complex- 
ity during  fiscal  year  1986.  This  estimate  is  the 
best  reflection  of  historical  trends  in  length  of  stay 
associated  with  patient  complexity  changes  that 
occurred  in  the  two  year  period  prior  to  imple- 
mentation of  TEFRA.  In  that  period,  Medicare 
and  non-Medicare  patients  experienced  approxi- 
mately the  same  rate  of  increase  in  length  of  stay 
associated  with  increased  complexity.  During  the 
period  1982-83,  significant  increases  in  length  of 
stay  associated  with  greater  complexity  were 
found  for  both  populations,  but  the  increase  was 
substantially  greater  for  the  Medicare  patients. 
During  1984,  length  of  stay  related  to  complex- 
ity decreased  relative  to  1983,  but  have  not  de- 
creased to  the  level  of  the  pre-TEFRA  period.  The 
Commission  has  assumed  that  the  increase  dur- 
ing the  period  1982-84  was  highly  subject  to  the 
influence  of  improved  hospital  coding  practices 
and  may  not  represent  actual  changes  in  complex- 
ity. Thus  the  Commission  has  chosen  to  base  its 
estimate  of  real  complexity  change  on  the  experi- 
ence of  hospitals  prior  to  1983.  The  Commission 
has  also  assumed  that  a  0.7  percent  increase  in 
length  of  stay  associated  with  increased  complex- 
ity would  translate  into  a  0.7  percent  increase  in 
costs.  These  estimates  are  subject  to  revision  later 
in  the  year  when  data  for  1985  will  be  available 
from  CPHA. 
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Other  Considerations — Trends 
in  Hospital  Operating  Margins 

Hospital  operating  margins  are  one  of  the  most 
accepted  "bottom-line"  indicators  of  the  financial 
health  of  the  hospital  industry.  Operating  mar- 
gins represent  the  difference  between  a  hospital's 
revenues  and  its  expenses  divided  by  its  revenues, 
or  the  percent  of  revenues  retained  by  the  hospi- 
tal. Patient  margins  refer  to  the  margins  gener- 
ated from  patient  care  services,  whereas  total  mar- 
gins relate  to  all  sources  of  revenues  and  expenses. 

According  to  data  from  the  AHA's  Hospital 
Panel  Survey,  average  national  patient  margins 
were  negative  until  1980.  Since  that  time,  these 
margins  have  been  positive  and  increasing,  0.7 
percent  in  1982  to  1.0  percent  in  1983  and  2.0  per- 
cent in  1984.  Patient  margins  declined  slightly  in 
the  first  10  months  of  1985  to  1.5  percent. 

Despite  dramatic  declines  in  admissions  and 
lengths  of  stay  over  the  past  2  to  3  years,  hospi- 
tals, in  the  aggregate,  have  been  able  to  increase 
their  patient  margins  in  the  face  of  increasingly 
constrained  inpatient  payments.  In  part,  these  in- 
creases could  be  attributed  to  hospitals  achieving 
greater  efficiency.  These  efficiencies  may  partially 
reflect  the  hospital  industry's  ability  to  realize  a 
profit  for  the  first  time  under  the  Medicare  pro- 
gram. In  part,  however,  increased  margins  are 
also  attributable  to  the  unintended  impact  of  the 
transition  that  resulted  in  PPS  payments  being 
higher  than  expected. 

Moreover,  beyond  the  unintended  impact  of  the 
transition,  interpretation  of  these  operating  mar- 
gin data  requires  caution.  First,  they  reflect  oper- 
ating margins  earned  on  both  inpatient  and  out- 
patient services. 

Second,  these  data  reflect  the  experience  of  hos- 
pitals during  the  early  stages  of  the  transition 


when  only  a  fraction  of  the  hospitals'  payments 
were  subject  to  federal  payment  rates,  and  gener- 
ous provisions  were  in  force  for  teaching  institu- 
tions. These  data  provide  little  insight  into  the  fi- 
nancial condition  of  hospitals  under  fully 
implemented  national  PPS  payment  rates  or  un- 
der all-inclusive  rates  encompassing  capital  and 
operating  costs. 

Third,  and  perhaps  most  important,  overall  pa- 
tient margins  reflect  the  experience  of  hospitals 
in  the  aggregate,  they  do  not  reflect  the  distribu- 
tion of  these  margins  among  various  types  of  hos- 
pitals and  sources  of  funding  (e.g.,  teaching  versus 
non-teaching  hospitals,  Medicare  versus  private 
pay  patients). 

Evidence  from  the  AHA's  National  Hospital 
Panel  Survey  and  Annual  Survey  indicates  sig- 
nificant variation  in  patient  margins  among  vari- 
ous types  of  hospitals.  For  example,  recent  1985 
data  from  the  Panel  Survey  indicates  that  hospi- 
tals with  less  than  50  beds  or  more  than  300  beds 
continue  to  experience  very  small  or  negative  pa- 
tient margins  (e.g.,  —12.4  percent  for  hospitals 
with  less  than  25  beds,  0.4  percent  for  hospitals 
with  500  beds  or  more).  Margins  vary  significant- 
ly by  region  of  the  country,  ranging  from  —2.6 
percent  for  the  Mid-Atlantic  states  to  4.0  percent 
for  states  in  the  Pacific  region.  In  1984,  28.9  per- 
cent of  the  nation's  rural  hospitals  experienced  a 
patient  margin  deficit  of  over  6  percent  compared 
to  14  percent  of  urban  hospitals. 

Despite  the  above  cautions,  these  data  do  pro- 
vide an  indication  that  payment  levels  established 
under  PPS  have  provided  sufficient  funds  for  hos- 
pitals, in  the  aggregate,  to  generate  positive  pa- 
tient margins  that,  in  turn,  can  be  used  to  acquire 
new  technologies,  to  maintain  and  perhaps  im- 
prove the  quality  of  care  provided,  or  to  set  aside 
funds  for  future  investments. 
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ISSUES  AND  APPROACHES  TO  THE  DEVELOPMENT 
OF  A  DISCRETIONARY  ADJUSTMENT  FACTOR  (DAF) 
FOR  PPS-EXCLUDED  HOSPITALS9 


The  statute  establishing  the  Medicare  prospec- 
tive payment  system  (PPS)  created  two  broad 
classes  of  hospitals — those  that  would  be  paid  on 
the  basis  of  DRGs  and  those  that  would  not.  For 
those  that  would  not  be  part  of  the  DRG-based 
system — psychiatric,  rehabilitation,  pediatric,  and 
hospitals  with  unusually  long  average  lengths  of 
stay — payment  is  based  on  actual  cost  experience 
capped  by  a  ceiling  established  by  trending  for- 
ward the  facility's  average  cost  per  discharge. 

As  the  Prospective  Payment  Assessment  Com- 
mission (ProPAC)  has  conducted  its  analysis  of 
the  appropriate  levels  for  the  hospital  market  bas- 
ket and  Discretionary  Adjustment  Factor  (DAF), 
the  question  has  arisen  whether  the  same  Discre- 
tionary Adjustment  Factor  should  be  applied  to 
both  the  hospitals  paid  on  the  basis  of  DRGs  (PPS 
hospitals)  and  the  excluded  hospitals. 

In  brief,  empirical  and  anecdotal  evidence  in- 
dicate that  there  are  sufficient  differences  between 
PPS  hospitals  and  the  excluded  hospitals  to  justify 
development  of  a  separate  DAF  for  the  excluded 
hospitals.  The  evidence  suggests  that  a  somewhat 
lower  technology  factor  for  some  excluded  hos- 
pitals would  be  appropriate  as  well  as  a  lower  off- 
set for  productivity.  The  evidence  does  not  sup- 
port an  offset  for  product  change.  Anecdotal 
evidence  suggests  that  some  excluded  hospitals  are 
experiencing  increases  in  case  mix,  but  there  are 
currently  insufficient  data  to  quantify  these 
changes. 

Key  Differences  Between  PPS 
and  Excluded  Hospitals 

Labor  Intensity 

Compared  with  the  PPS  hospitals,  psychiatric 
hospitals,  rehabilitation  hospitals,  and  long-term 
care  hospitals  are  all  more  labor  and  less  capital 


'This  section  is  excerpted  from  an  Executive  Summary  of  a  study 
by  Lewin  and  Associates,  Inc.,  Washington,  D.C.,  for  the  Prospec- 
tive Payment  Assessment  Commission  under  contract  number 
T-33727295. 


intensive.  Their  product  is  much  more  a  function 
of  the  direct  delivery  of  services  by  nurses,  ther- 
apists, and  others  (pediatric  hospitals  have  a  sim- 
ilar labor  and  capital  mix  to  PPS  hospitals).  These 
differences  have  implications  not  only  for  the  mar- 
ket basket  component  of  the  update  factor  but  for 
the  Discretionary  Adjustment  Factor  as  well.  In 
particular,  the  labor  intensive  character  of  these 
institutions  affects  the  potential  for  technologi- 
cal change  and  productivity  improvements. 

Place  in  the  Continuum  of  Care 

Under  PPS,  community  hospitals  are  given  in- 
centives to  improve  the  efficiency  of  care  by  pro- 
viding care  in  outpatient  settings  or  transferring 
patients  to  other  settings,  where  appropriate.  Ex- 
cluded hospitals,  however,  are  more  likely  to  re- 
ceive transfers  from  other  facilities,  less  likely  to 
have  opportunities  for  outpatient  preadmission 
procedures  (pediatric  hospitals  may  be  a  partial 
exception  to  this),  and  in  some  cases  such  as  psy- 
chiatric care,  may  have  more  difficulty  identifying 
sources  of  post-hospital  care  for  patients. 

Hospital-Specific  Reimbursement 

The  PPS  is  based  on  the  use  of  national  or  re- 
gional averages  as  the  basis  for  "pricing"  of  ser- 
vices. Hospitals  below  these  averages  receive  pay- 
ments over  their  costs;  hospitals  above  are  penal- 
ized. The  rates  for  services  paid  to  the  excluded 
hospitals,  however,  are  hospital-specific.  While 
this  can  help  take  into  account  legitimate  differ- 
ences in  costs  due  to  case  mix  and  other  factors, 
it  also  has  the  consequence  that  hospitals  which 
have  previously  reduced  costs  have  lower  rates 
and  thus  fewer  opportunities  for  further  cost  re- 
duction. 

Treatment  of  Case-Mix  Changes 

The  DRG  system  automatically  pays  for  changes 
in  DRG  mix.  Under  cost-based  reimbursement  for 
excluded  hospitals,  however,  there  is  no  payment 
for  changes  in  case  mix.  Therefore,  the  excluded 
hospitals  have  no  obvious  incentives  to  change 
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coding  practices.  HCFA  has  argued  that  excluded 
hospitals  are  protected  from  adverse  effects  of  in- 
creasing case  mix  through  the  exceptions  process. 
It  should  be  noted,  however,  that  the  exceptions 
process  is  extremely  cumbersome  and  provides 
only  retroactive  relief  (if  granted),  typically  more 
than  two  years  after  the  excess  costs  have  been 
incurred . 

In  examining  issues  regarding  the  Discretion- 
ary Adjustment  Factor,  however,  it  is  necessary 
to  consider  whether  diagnostic  mix  or  case  sever- 
ity are  likely  to  have  changed  in  excluded  hospi- 
tals and,  if  possible,  to  make  adjustments  to  avoid 
penalizing  hospitals  serving  patients  who  require 
more  resources  or  providing  windfalls  to  hospi- 
tals treating  more  low-resource  patients. 

Interpretation  of  Length-of-Stay  Changes 

In  developing  the  Discretionary  Adjustment 
Factor  for  PPS  hospitals,  length-of-stay  changes 
have  been  used  as  a  measure  of  product/produc- 
tivity change.  In  the  excluded  hospitals,  because 
changes  in  diagnostic  mix  cannot  be  factored  out, 
interpretation  of  length-of-stay  changes  are  more 
ambiguous. 

Strength  of  the  Incentives 

The  DRG  system  allows  hospitals  which  have 
costs  lower  than  payments  to  retain  the  full  sav- 
ings. In  the  excluded  hospitals,  the  maximum 
profit  allowed  is  the  lower  of  either  half  the  sav- 
ings or  five  percent  of  the  target  rate,  whichever 
is  less.  There  is,  therefore,  less  overall  incentive 
for  aggressive  cost  reducing  behavior. 

Psychiatric  Hospitals/Units 

In  June  of  1985,  464  psychiatric  hospitals  and 
762  distinct-part  units  had  been  granted  exclusions 
to  PPS.  This  class  of  hospitals  received  approxi- 
mately $287  million  in  1984,  0.71  percent  of  all 
Medicare  expenditures.  Medicare  expenditures  as 
a  portion  of  total  revenue  is  lowest  in  nonpublic 
psychiatric  hospitals  and  estimated  at  about  12 
percent.  Distinct-part  units  are  estimated  to  have 
a  somewhat  higher  portion  of  total  revenue  from 
Medicare  than  nonpublic  psychiatric  hospitals. 
Public  psychiatric  hospitals  have  widely  varying 
dependence  on  Medicare  revenues.  Wide  varia- 


tions in  treatment  modalities  and  practice  patterns 
between  hospitals  make  general  conclusions  re- 
garding case  mix,  productivity,  and  product  changes 
difficult  to  draw. 

Case  Mix 

Researchers  have  had  little  success  to  date  in 
developing  measures  for  psychiatric  hospitals 
which  reliably  predict  resource  use.  Anecdotal  in- 
formation suggests  that  psychiatric  hospitals  be- 
lieve they  are  getting  more  "acutely  ill"  patients 
now,  but  currently  available  information  is  inade- 
quate to  make  any  but  tentative  judgments  about 
case-mix  severity. 

Product  Change/Productivity 

A  product  change  for  psychiatric  hospitals/ 
units  means  discharging  people  who  were  former- 
ly treated  in  the  hospital  to  other  settings  where 
additional  care  is  provided.  There  is  no  empiri- 
cal evidence,  but  some  industry  officials  state  that 
they  have  witnessed  increased  "dumping"  of  dif- 
ficult cases  by  acute  hospital  psychiatric  units. 

Productivity  changes,  as  ProPAC  uses  this 
term,  contrast  with  product  changes  in  that  they 
reflect  changes  in  the  use  of  resources  (e.g.,  ancil- 
lary services,  staff,  and  length  of  stay)  without 
changes  in  the  product. 

Trend  data  from  the  American  Hospital  Asso- 
ciation (AHA)  show  that  the  average  length-of- 
stay  declined  nearly  10  percent  between  1983  and 
1984,  over  twice  the  reduction  (-3.57  percent)  ob- 
served in  general  hospitals.  This  reflects  an  ac- 
celeration of  a  trend  in  psychiatric  hospitals  which 
began  with  the  deinstitutionalization  movement 
in  the  1960s,  continued  at  a  slower  pace  up  to 
1980,  and  has  increased  from  that  period  to  the 
present  (see  Table  A-15). 

Reductions  in  length-of-stay  have  been  accom- 
panied by  reductions  in  FTEs.  These  reductions 
have  not  kept  pace  with  reductions  in  patient 
load.  Nevertheless,  compared  to  general  commu- 
nity hospitals,  psychiatric  hospitals  have  achieved 
greater  productivity  gains  by  reducing  FTEs  per 
admission  in  recent  years.  We  must  caution  that 
some  of  the  difference  between  acute  and  psychi- 
atric hospitals  may  reflect  different  reporting 
practices. 
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In  summary,  it  appears  that  product /produc- 
tivity changes  in  the  psychiatric  field  are  likely 
to  be  substantially  different  from  PPS  hospitals, 
but  there  is  insufficient  data  to  precisely  quantify 
those  differences.  Comparisons  of  length-of-stay 
and  FTEs  suggests  that  in  the  past  year,  changes 
in  case  mix,  product,  and  productivity  have  been 
greater  in  psychiatric  hospitals  than  PPS  hospitals. 

Technology  and  Treatment 

Historically,  the  principal  forms  of  quality- 
enhancement  in  the  psychiatric  field  have  involved 
drugs  and  service  organizations.  The  frontiers  of 
psychiatry  and  psychopharmacology  now  increas- 
ingly involve  the  use  of  sophisticated  and  costly 
diagnostic  tools  such  as  PET  scans  and  Magnetic 
Resonance  Imaging.  The  number  of  patients  for 
whom  such  technologies  are  important  has  not, 
to  our  knowledge,  been  estimated.  From  exten- 
sive discussions  with  experts,  it  is  our  sense  that 
the  appropriate  allowance  for  Technology/Treat- 
ment should  be  somewhat  less  for  psychiatric  hos- 
pitals than  for  PPS  hospitals. 

Rehabilitation  Hospitals/Units 

The  principal  exclusion  criteria  of  these  facili- 
ties are:  1)  at  least  75  percent  of  inpatient  treat- 
ments must  involve  one  or  more  of  10  categories 
(such  as  stroke,  burns,  etc.);  2)  24-hour  special- 
ized physician  and  nursing  care  must  be  available; 
and,  3)  three  hours  per  day  must  be  devoted  to 
physical  or  occupational  therapy.  Additionally, 
active  patient  screening  and  appropriateness  of 
rehabilitative  care  reviews  are  important  to  main- 
taining exclusion  status. 

As  of  fiscal  year  1985,  there  were  63  rehabili- 
tative hospitals  and  373  distinct-part  units.  New 
requests  for  distinct-part  units  have  more  than 
doubled  the  number  of  excluded  units  between  fis- 
cal years  1984  and  1985.  As  a  group,  these  hos- 
pitals and  units  received  approximately  $43  mil- 
lion in  1984,  which  was  0.11  percent  of  total 
Medicare  expenditures.  However,  in  contrast  to 
the  other  excluded  classes  of  providers,  Medicare 
payments  comprised  between  40  and  50  percent 
of  their  total  patient  revenues.  For  this  reason, 
the  impact  of  even  small  PPS  changes  may  have 
a  large  effect  on  treatment  in  these  facilities. 


Most  patients  (80  percent)  in  rehabilitation  hos- 
pitals/ units  come  directly  from  an  acute  care  hos- 
pital. The  strong  incentives  of  PPS  to  move  pa- 
tients out  of  acute  care  sooner,  combined  with  the 
potential  for  additional  per-diem  revenues  if  they 
are  moved  to  an  attached  excluded  unit,  raise  con- 
cerns about  how  rehabilitation  units  may  be  used. 
It  is  likely  that  these  reimbursement  incentives 
may  be  the  strongest  force  driving  changes  in  case- 
mix  and  costs  for  these  facilities. 

A  study  recently  completed  by  Rand  found 
wide  variations  between  facilities  in  lengths-of- 
stay,  even  after  controlling  for  case-mix  and  rele- 
vant variables  such  as  teaching  status.  While  the 
data  were  not  conclusive,  the  researchers  hypoth- 
esized that  proximity  to  an  acute  care  hospital  was 
an  important  factor  in  observed  differences. 

Case  Mix 

There  are  no  long-term  historical  trend  data  on 
case  mix  for  these  facilities.  Respondents  to  a 
membership  survey  conducted  by  the  California 
Association  of  Rehabilitation  Facilities  reported 
that  the  level  of  severity  of  patients  had  increased. 
They  also  reported  an  increase  in  the  number  of 
"inappropriate  referrals,"  particularly  patients  too 
sick  to  benefit  from  physical  therapy  and  other 
rehabilitative  services. 

Responsibility  for  monitoring  the  appropriate 
transfer  of  Medicare  patients  into  rehabilitation 
facilities  lies  with  the  PROs  which  must  approve 
Medicare  payment  for  each  claim.  There  are  re- 
ports that  PROs  vary  in  how  they  interpret  the 
coverage  criteria,  particularly  the  requirement  that 
patients  must  need  three  hours  per  day  of  physi- 
cal or  occupational  therapy.  Where  the  PROs  ap- 
ply the  criteria  stringently,  the  case  mix  of  reha- 
bilitation facilities  will  increase;  where  the  PROs 
are  less  stringent,  case  mix  will  decrease. 

Since  the  PROs  are  under  considerable  pressure 
to  reduce  "unnecessary"  use  of  services,  we  can 
confidently  predict  that  the  complexity  and  sever- 
ity of  patient  illness  in  these  facilities  will  increase. 
At  present,  however,  there  are  not  data  suitable 
for  estimating  the  degree  to  which  case  mix  is  in- 
tensifying. 
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Product/Productivity 

We  believe  that  excluded  hospital  rehabilitation 
facilities  are  likely  to  be  very  different  from  tradi- 
tional rehabilitation  facilities.  Moreover,  we  are 
concerned  that  the  available  AHA  data  on  reha- 
bilitation facilities  may  not  provide  an  accurate 
picture  of  the  excluded  facilities.  For  example,  the 
average  length-of-stay  for  all  rehabilitation  facil- 
ities reported  in  the  AHA  Annual  Survey  was  43.2 
days  in  1984  (see  Table  A-16).  Coopers  and 
Lybrand  data,  however,  report  an  average  length- 
of-stay  of  34.1  days,  and  the  Hospital  Utilization 
Project  (HUP)  reports  an  average  length  of  stay 
(ALOS)  ranging  from  31.9  days  in  the  West  to 
39  days  in  the  South. 

Moreover,  AHA  data  on  labor  trends  are  likely 
not  to  be  applicable  to  excluded  rehabilitation  fa- 
cilities for  two  reasons.  First,  AHA  data  on  em- 
ployment exclude  contract  workers,  and  a  rela- 
tively large  proportion  of  employees,  particularly 
physical  and  occupational  therapists,  are  con- 
tracted. Thus,  the  declining  number  of  FTEs/pa- 
tient  day  observable  in  the  AHA  data  cannot  be 
assumed  to  reflect  increased  productivity.  It  is  as 
likely  that  these  numbers  reflect  greater  reliance 
on  contracted  services. 

Second,  the  service  intensity  of  the  excluded 
hospitals  is  very  much  a  function  of  Medicare  re- 
quirements. For  reasons  discussed  above,  we  have 
insufficient  evidence  on  which  to  base  even  ten- 
tative conclusions  regarding  this  component. 

Technology 

Cost-increasing,  quality-enhancing  technologies 
in  rehabilitation  involve  both  equipment  and  la- 
bor. Because  much  of  the  service  intensity  of  this 
industry  is  prescribed  by  Medicare,  and  because 
the  occupational  structure  differs  so  substantially 
from  that  of  acute  care  hospitals  (making  the  mar- 
ket basket  less  reliable  for  this  sector),  approaches 
for  analyzing  trends  in  technology  (e.g.,  observ- 
ing changes  in  net  intensity)  may  not  be  applica- 
ble. Thus,  we  do  not  currently  have  reliable  in- 
formation regarding  historical  changes  among 
rehabilitation  facilities.  Since  service  intensity  is 
largely  prescribed  by  Medicare  and  since  equip- 
ment is  reimbursed  separately,  we  currently  be- 
lieve that,  on  balance,  a  somewhat  lower  tech- 


nology add-on  than  is  applied  to  PPS  hospitals 
may  be  appropriate. 

Children's  Hospitals 

The  principal  exclusion  criteria  for  children's 
hospitals  is  that  the  predominant  number  of  in- 
patients be  under  18  years  of  age.  The  children's 
hospitals  were  initially  excluded  from  PPS  due  to 
lack  of  data.  Children's  hospitals  are  likely  to  be 
included  in  PPS  relatively  soon  since  pediatric 
DRGs  that  explain  a  substantial  proportion  of  re- 
source use  appear  feasible  and  are  being  devel- 
oped. As  of  June  30,  1985,  49  children's  hospi- 
tals were  excluded.  Medicare  payments  to  these 
hospitals  were  only  $9  million  and  accounted  for 
less  than  0.02  percent  of  the  Medicare  expendi- 
tures. Thus,  Medicare  revenue  as  a  percentage  of 
total  revenues  in  children's  hospitals  is  extremely 
small.  For  this  reason,  it  is  unlikely  that  the  ex- 
isting freeze  in  the  target  rate  ceiling  increase  for 
these  hospitals  or  adjustments  in  the  components 
of  the  Discretionary  Adjustment  Factor  would 
have  any  appreciable  effect  on  their  behavior. 

Although  there  is  no  trend  data  available  on 
case  mix  in  children's  hospitals,  industry  observers 
do  not  expect  substantial  changes.  These  hospi- 
tals already  serve  as  referral  centers  for  the  sick- 
est children  (particularly  newborns). 

Product  change,  as  defined  by  ProPAC,  is  less 
an  issue  with  children's  hospitals  than  PPS  hos- 
pitals. At  present,  there  is  less  pressure  on  chil- 
dren's hospitals  than  on  PPS  hospitals  to  reduce 
length-of-stay  or  to  substitute  alternative  services. 
Pediatric  home  care,  for  example,  is  largely  un- 
available and  is  paid  for  by  Medicare  and  Med- 
icaid only  in  a  very  limited  number  of  circum- 
stances. 

In  addition,  possible  product  changes  reflect- 
ing the  move  to  outpatient  surgeries  may  already 
have  occurred.  While  same-day  or  outpatient  sur- 
gery does  continue  to  increase,  the  relevant  oper- 
ations are  not  common  among  children  (e.g.,  cat- 
aracts) and,  where  common  (e.g.,  tonsillecto- 
mies), are  declining  overall.  Finally,  children  are 
rarely  transferred  to  nursing  homes,  making  sub- 
stitution of  these  services  for  the  last  few  days  of 
an  acute  stay  an  inconsequential  product  change 
possibility  in  this  sector. 
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We  have  no  information  at  present  with  regard 
to  technology  changes  or  (as  a  proxy)  changes  in 
net  intensity.  However,  industry  officials  report 
that  changes  in  children's  hospitals  should  be  sim- 
ilar to  those  in  PPS  hospitals.  The  principal  differ- 
ence is  that  because  the  population  of  children's 
hospitals  is,  on  average,  sicker  and  more  costly 
to  care  for  than  that  of  other  hospitals,  sophisti- 
cated equipment  and  services  developed  for  the 
most  complex  cases  may  be  required  more  often 
in  children's  hospitals. 

Because  Medicare  is  such  a  small  factor  in  chil- 
dren's hospitals  and  because  current  evidence  sug- 
gests fewer  substantial  differences  between  these 
excluded  hospitals  and  the  PPS  sector  than  for 
other  excluded  hospitals,  it  is  probably  not  nec- 
essary to  create  a  separate  Discretionary  Adjust- 
ment Factor  component. 

Long-Term  Care  (Chronic)  Hospitals 

The  principal  criterion  for  long-term  care  hos- 
pitals excluded  from  PPS  is  that  average  inpatient 
length-of-stay  exceed  25  days.  Under  this  criteri- 
on, 88  hospitals  have  been  granted  exclusions.  In 
1984,  these  hospitals  received  approximately  $273 
million  and  accounted  for  about  0.68  percent  of 
all  Medicare  expenditures.  At  least  30  percent 
would  likely  also  qualify  for  exclusion  under  one 
of  the  three  other  classes  of  hospitals.  Because  this 
category  comprises  a  very  diverse  group  of  hos- 
pitals, psychiatric,  rehabilitative,  children's,  and 
others,  grouping  these  hospitals  together  to  esti- 
mate trends  does  not  seem  appropriate. 

Because  of  long  lengths-of-stay  in  these  hospi- 
tals, many  patients  exhaust  their  Medicare  eligi- 


bility during  their  stays.  The  result  is  that  the 
largest  portion  of  the  revenues  for  these  hospi- 
tals is  from  Medicaid.  Thus,  like  children's  hos- 
pitals, the  relative  sensitivity  of  these  hospitals  to 
changes  in  the  Discretionary  Adjustment  Factor 
can  be  very  small.  However,  many  of  the  con- 
siderations that  apply  to  the  other  classes  of  ex- 
cluded hospitals  are  relevant  to  the  long-term  care 
hospitals. 

According  to  industry  observers,  case-mix  com- 
plexity is  expected  to  increase  for  these  facilities. 
As  PPS  creates  pressures  to  reduce  ALOS  for 
acute  patients  or  outlier  payments  are  perceived 
as  insufficient  for  the  care  of  certain  patients,  more 
acutely  ill,  long-stay  patients  are  being  discharged 
to  LTC  facilities. 

Technology  changes  in  nursing  homes,  which 
might  be  similar  to  some  of  the  excluded  long- 
term  care  hospitals,  have  generally  involved 
changes  in  staffing  patterns.  According  to  HCFA 
studies  of  the  nursing  home  industry  between  1971 
and  1981,  the  compounded  annual  average  change 
in  net  service  intensity  increased  by  0.95  percent 
per  year,  considerably  less  than  the  3.3  percent 
increase  in  net  intensity  for  general  hospitals. 

The  available  information  indicates  that  these 
hospitals  differ  greatly  from  PPS  hospitals.  Be- 
cause of  the  great  variation  within  this  group, 
quantification  of  the  Discretionary  Adjustment 
Factor  components  is  difficult.  The  evidence, 
however,  supports  at  least  some  type  of  adjust- 
ment for  increasing  case  complexity  that  may  be 
occurring  in  LTC  facilities. 
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BACKGROUND  ON  RECALCULATING  AND  REBASING 
THE  STANDARDIZED  AMOUNTS 


Ln  its  recommendations  for  the  fiscal  year  1986 
payment  amounts,  the  Commission  made  recom- 
mendations regarding  recalculating  the  standard- 
ized amounts.  Recognizing  that  a  lack  of  suitable 
data  made  rebasing  for  fiscal  year  1986  impossi- 
ble, the  Commission  recommended  that  the  Sec- 
retary implement  a  process  for  timely  collection 
of  the  cost  data  needed  to  recalculate  the  stand- 
ardized amounts  in  the  future.  In  the  accompany- 
ing discussion,  the  Commission  indicated  its  in- 
tent to  make  future  recommendations  regarding 
the  data  used  to  recalculate  possible  adjustments 
to  the  calculation  (such  as  setting  a  limit  on  how 
much  the  standardized  amounts  could  change  as 
a  result  of  rebasing),  and  the  frequency  and  tim- 
ing of  recalculation. 

Recalculating  and  Rebasing 
the  Standardized  Amounts 

Once  the  standardized  amounts  are  recalcu- 
lated, the  results  could  be  used  in  two  ways. 
Recalculated  standardized  amounts  could  be  one 
piece  of  information  used  to  select  an  update  fac- 
tor. Alternatively,  the  standardized  amounts 
could  be  rebased,  that  is,  the  recalculated  amounts 
could  be  updated  and  substituted  for  the  current 
published  rates. 

If  the  decision  is  made  to  rebase  the  standard- 
ized amounts,  several  other  choices  must  be  made. 
These  include  the  frequency  of  rebasing  and  the 
possibility  of  setting  a  limit  on  how  much  effect 
rebasing  could  have  on  the  standardized  amounts. 
A  further  choice  is  the  method  for  averaging  the 
standardized  amounts,  which  could  have  impor- 
tant effects  on  the  distribution  of  payments  to  hos- 
pitals. 

Frequency  and  Timing  of  Rebasing 

A  number  of  factors  could  be  considered  in  de- 
veloping a  schedule  for  rebasing  the  standardized 
amounts. 


The  Relationship  Between  Rebasing 
and  the  Update  Factor 

Determining  the  frequency  and  timing  of  rebas- 
ing involves  a  judgment  about  how  long  cumu- 
lative update  factors  can  be  expected  to  reflect 
changes  in  hospital  costs.  A  goal  expressed  dur- 
ing the  Commission's  deliberations  over  the  up- 
date factor  recommendation  for  fiscal  year  1986 
was  that  the  the  updated  standardized  amounts 
should  be  close  to  what  they  would  be  if  the  data 
were  available  to  rebase  them.  In  this  way,  a  rela- 
tively close  relationship  would  be  maintained  be- 
tween hospital  costs — given  the  incentives  under 
PPS — and  the  payment  amounts. 

The  Possible  Effects  of  Rebasing 
on  PPS  Incentives 

Another  consideration  is  the  possible  effect  of 
rebasing  on  hospital  behavior.  Some  have  argued 
that  frequent  rebasing  would  limit  the  cost-reduc- 
ing incentives  of  PPS,  since  any  profits  hospitals 
gained  through  lower  costs  would  be  taken  away 
by  rebasing.  Others  point  out  that  even  if  there 
was  annual  rebasing,  individual  hospitals  would 
always  have  the  incentive  to  lower  costs,  but  that 
in  planning  a  rebasing  schedule,  consideration 
should  be  given  to  how  long  the  industry  should 
share  in  the  gains  from  lower  costs. 

The  Timing  of  Other  Major  Changes  in  PPS 

Another  possible  factor  to  consider  in  devel- 
oping a  rebasing  schedule  is  the  timing  of  other 
major  changes  in  the  PPS,  such  as  the  addition 
of  capital  to  the  PPS  rates. 

Process  for  Rebasing  and 
Adjustments  to  the  Recalculated 
Standardized  Amounts 

A  number  of  methods  could  be  used  to  rebase 
the  standardized  amounts.  One  approach  would 
simply  take  new  data,  calculate  the  average  cost 
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per  discharge  for  the  appropriate  regional  and  na- 
tional hospital  groups,  update  them  to  the  pay- 
ment year,  and  use  the  updated  recalculations  as 
the  new  standardized  amounts. 

Alternatively,  the  recalculated  amounts  could 
be  adjusted  before  they  are  used  in  payment.  For 
example,  if  the  previous  update  factors  did  not 
completely  reflect  changes  in  hospital  costs,  the 
newly  calculated  amounts  could  be  very  differ- 
ent from  the  current  standardized  amounts.  In  or- 
der to  avoid  large  swings  in  the  payment  rates, 
a  limit  on  how  much  any  of  the  standardized 
amounts  could  change  in  a  given  year  as  a  result 
of  rebasing  could  be  determined  in  advance.  A 
long-run  schedule  might  be  developed  so  that  if 
the  recalculation  calls  for  an  unforeseen  dramatic 
change  in  standardized  amounts,  the  adjustment 
to  the  new  payment  level  is  phased-in  over  the 
years  until  the  next  scheduled  rebasing. 

In  this  way,  if  errors  were  made  in  developing 
the  update  factor  because  inflation  was  measured 
inaccurately  or  because  the  DAF  allowances  were 
inappropriate,  neither  the  industry  or  the  govern- 
ment would  face  a  major  change  in  payments  in 
one  year.  Choosing  a  pre-determined  limit  on 
changes  in  the  standardized  amounts  due  to  re- 
basing may  also  allow  the  industry  to  retain  some 
of  the  profits  from  lower  costs.  This  would  miti- 
gate the  possible  negative  effects  of  rebasing  on 
PPS  incentives  to  lower  costs.  Choosing  these  an- 
nual limits  would  be  somewhat  arbitrary,  how- 
ever, and  would  favor  gradual  change  at  the 
short-term  expense  of  accurate  payment  rates. 

If  the  transition  to  completely  federal  payment 
amounts  is  slowed,  the  decision  of  whether  to  re- 
base  the  hospital  specific  amounts  would  have  to 
be  made.  Even  if  the  transition  proceeds,  rebas- 
ing the  hospital-specific  amounts  might  be  con- 
sidered for  the  roughly  300  Sole  Community  Hos- 
pitals. The  statute  requires  that  these  hospitals  be 
paid  indefinitely  using  the  blend  of  the  first  year 
of  the  transition  (75  percent  hospital-specific  and 
25  percent  regional). 

On  the  one  hand,  rebasing  the  hospital  specific 
amounts  would  make  this  part  of  the  payment  re- 
flect the  hospital's  own  costs  more  currently  than 
the  updated  base  year  rate  that  is  now  in  use.  On 
the  other  hand,  it  can  be  argued  that  rebasing  the 


hospital-specific  amounts  would  penalize  those 
hospitals  that  have  responded  most  to  PPS  incen- 
tives for  lower  costs. 

Alternative  Methods  for  Averaging 
the  Standardized  Amounts 

Another  possible  consideration  in  developing 
an  approach  for  rebasing  is  the  method  of  aver- 
aging the  standardized  amounts.  The  original 
method  used  an  unweighted  average  for  each  pay- 
ment group  (the  twenty  regional  and  national  ur- 
ban and  rural  groups).  That  is,  the  average  cost 
per  discharge  for  each  hospital  was  summed,  then 
divided  by  the  number  of  hospitals.  The  result- 
ing average  is  not  the  average  cost  of  treating  a 
Medicare  case  for  that  group,  but  a  simple  aver- 
age of  each  hospital's  average  cost  per  discharge. 
A  hospital  with  a  few  Medicare  discharges  has  the 
same  weight  in  determining  the  standardized 
amount  as  a  hospital  with  many  Medicare  dis- 
charges. 

The  original  averaging  approach — termed  "hos- 
pital weighting" — produces  lower  standardized 
amounts  than  a  case- weighted  average  would. 
Larger  hospitals  tend  to  have  more  Medicare  dis- 
charges and  also  higher  per-case  costs.  As  a  re- 
sult, a  case-weighted  average,  which  gives  more 
weight  to  larger  hospitals,  would  generate  a  higher 
group  average.  (This  process  did  not  affect  total 
payments  initially,  since  the  budget  neutrality  re- 
quirement would  simply  have  scaled  the  higher 
standardized  amounts  to  the  same  aggregate  pay- 
ment level.  Some  differences  in  the  relative  size 
of  the  standardized  amounts  among  the  Census 
divisions  probably  resulted,  however.) 

An  alternative  would  be  to  use  "discharge- 
weighting"  to  compute  the  standardized  amounts. 
Under  this  approach,  each  hospital's  cost  per  case 
would  first  be  multiplied  by  its  total  Medicare  dis- 
charges, then  summed  and  divided  by  the  total 
number  of  Medicare  discharges  for  the  payment 
group.  Hospitals  with  a  greater  share  of  Medicare 
discharges  would  have  more  influence  on  the  re- 
sulting standardized  amount  than  hospitals  with 
relatively  few  Medicare  cases. 

The  argument  made  in  favor  of  the  current  hos- 
pital-weighting method  is  that  PPS  is  intended  to 
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change  behavior  at  the  hospital  level,  not  the  dis- 
charge level.  Therefore,  once  differences  in  the 
area  wage  index,  teaching  adjustment  and  case 
mix  are  taken  into  account,  each  hospital  should 
be  able  to  attain  the  cost  of  the  average  hospital. 
Alternatively,  the  rationale  for  discharge-weight- 
ing is  that  because  PPS  payment  is  made  on  a  per- 
case  basis,  the  standardized  amount  should  rep- 
resent the  average  cost  of  treating  a  case,  not  the 
cost  of  the  average  hospital. 

The  distribution  of  PPS  payments  is  significant- 
ly affected  by  the  choice  between  discharge- 
weighting  and  hospital-weighting  the  standard- 
ized amounts.  Table  A-17  shows  the  difference 
between  the  hospital-weighted  standardized 
amounts  as  published  for  fiscal  year  1985  and  dis- 
charge weighted  amounts  based  on  the  same  data. 
The  case-weighted  amounts  were  adjusted  so  that 
payments  using  them  would  be  the  same  as  pay- 
ments using  the  hospital-weighted  amounts. 

The  major  underlying  distributional  difference 
between  the  averaging  methods  is  that  under  dis- 
charge-weighting, rural  hospitals  would  gain  rela- 
tive to  urban  hospitals.10  After  taking  into  account 
"budget  neutrality,"  discharge-weighting  would 
increase  the  national  standardized  amount  for  ru- 
ral hospitals  by  about  3  percent.  To  pay  for  this 
increase,  which  under  fully  national  rates  would 
be  about  $190  million  in  fiscal  year  1986  dollars, 
the  standardized  amounts  for  urban  hospitals 
would  be  about  0.5  percent  lower.  Case  weight- 
ing would  thus  remove  about  $90,  or  15  percent 
of  the  $604  difference  between  the  urban  and  ru- 
ral standardized  amounts.11 

If  the  regional  amounts  were  discharge-weighted, 
the  results  would  vary  across  the  Census  divisions. 

10In  the  Middle  Atlantic  rural  region  the  discharge  weighted  aver- 
age cost  per  case  is  higher  than  the  hospital-weighted  average  be- 
cause of  the  states  involved.  Only  Pennsylvania  and  New  York  are 
included  in  this  group.  (Although  New  Jersey  is  in  the  Middle  At- 
lantic region,  there  are  no  areas  in  New  Jersey  located  outside  an 
MSA.)  The  New  York  rural  hospitals  have  much  higher  average 
costs,  but  have  a  smaller  proportion  of  the  discharges,  than  the  Penn- 
sylvania rural  hospitals.  When  discharge-weighting  is  used,  the  low- 
cost  Pennsylvania  hospitals  dominate  the  average.  The  hospital- 
weighted  average  is  higher  because  the  relatively  high  cost  New  York 
hospitals  have  more  effect  on  the  average. 

"In  FY  86,  the  standardized  amounts  reflect  the  use  of  a  new  area 
wage  index.  A  comparison  of  hospital-weighted  and  discharge- 
weighted  amounts  using  this  new  index  would  probably  differ  from 
this  analysis.  Preliminary  results  suggest  the  differences  are  not  sig- 
nificant, however. 


Table  A-17.— Comparison  Of  Hospital-Weighted  And 
Estimated  Discharge-Weighted  Standardized  Amounts 
For  Fiscal  Year  1985a 

Hospital 

Weighted  Discharge  Percent 

(Published)  Weighted  Difference 

Rural  Groups: 

National  $2,381.39  $2,455.21  3.1 

New  England    2,605.26  2,722.50  4.5 

Middle  Atlantic   2,600.61  2,519.99  -3.1 

South  Atlantic   2,316.89  2,384.08  2.9 

East  North  Central .. .  2,631.16  2,681.15  1.9 

East  South  Central  .  .  2,305.91  2,368.17  2.7 

West  North  Central  .  .  2,326.24  2,472.79  6.3 

West  South  Central  .  .  2,244.09  2,280.00  1.6 

Mountain   2,360.42  2,469.00  4.6 

Pacific   2,520.98  2,558.79  1.5 

Urban  Groups: 

National  $2,985.05      $2,970.12  -0.5 

New  England    3,122.44  3,138.05  0.5 

Middle  Atlantic   2,866.65  2,846.58  -0.7 

South  Atlantic   2,909.23  2,856.86  -1.8 

East  North  Central .. .  3,164.68  3,117.21  -1.5 

East  South  Central  .  .  2,630.36  2,688.23  2.2 

West  North  Central  .  .  3,025.81  3,059.09  1.1 

West  South  Central  .  .  2,847.86  2,870.64  0.8 

Mountain   2,845.47  2,822.71  -0.8 

Pacific   3,070.47  3,061.26  -0.3 

aAmounts  are  sum  of  labor  and  nonlabor  standardized  amounts.  Hospital- 
weighted  amounts  are  those  published  for  FY  85.  Discharge-weighted  amounts 
were  calculated  with  the  same  data  used  to  compute  the  published  amounts, 
and  were  adjusted  so  that  total  payments  would  be  the  same  using  discharge- 
weighted  and  hospital-weighted  averages. 

SOURCE:  ProPAC  estimates  based  on  the  1981  Medicare  Cost  Report  data  used 
to  compute  the  standardized  amounts. 


The  standardized  amount  for  rural  hospitals  in 
the  West  North  Central  Census  division  would 
increase  6.3  percent.  The  urban  area  with  the 
largest  drop  in  payment  would  be  the  South  At- 
lantic, where  the  standardized  amount  would 
drop  by  1.8  percent. 

Nationally,  rural  hospitals  are  more  sensitive 
to  the  choice  of  an  averaging  method  because  the 
larger,  higher  cost  hospitals  tend  to  have  a  more 
dominant  share  of  the  discharges  than  in  urban 
areas.  This  is  probably  because  the  large  number 
of  very  small  low-cost  rural  hospitals  account  for 
relatively  few  discharges.  Seventy-seven  percent 
of  rural  hospitals  have  less  than  100  beds,  but  they 
treat  less  than  half  of  all  the  Medicare  discharges 
from  rural  hospitals.  Under  hospital-weighting, 
these  small  hospitals  count  as  much  in  the  aver- 
age as  the  larger  ones.  The  difference  between  hos- 
pital-weighted and  discharge-weighted  average 
amounts  varies  across  regions  depending  on  how 
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the  distribution  of  hospitals  compares  to  the  dis- 
tribution of  discharges. 

Table  A-18  gives  a  further  example  of  the  differ- 
ence between  the  distribution  of  hospitals  and  dis- 
charges in  rural  areas.  In  the  Mountain  rural  re- 
gion, the  222  hospitals  (88  percent)  with  less  than 
100  beds  treat  only  64  percent  of  the  cases.  Their 
standardized  costs  per  case  are  20  percent  lower 
than  the  average  for  the  largest  rural  hospitals  in 
the  region.  Under  hospital-weighting,  however, 
the  low  costs  of  these  small  hospitals  dominate 
and  the  overall  average  is  only  2  percent  higher. 
Under  discharge-weighting,  the  larger  hospitals 
would  have  more  effect  on  the  average,  which  for 
the  rural  Mountain  group  is  4.6  percent  higher 
than  the  hospital-weighted  average  after  adjust- 
ing for  "budget  neutrality". 

Representativeness  of  Speed 
Audit  Sample12 

We  have  examined  the  representativeness  of  the 
"speed  audit"  sample  of  hospitals  as  a  subsample 
of  the  hospitals  used  to  set  prospective  payment 
system  rates.  The  speed  audit  sample  of  some 
1,200  hospitals  was  drawn  from  the  larger  sam- 
ple of  hospitals  by  HCFA  for  purposes  of  estimat- 
ing costs  associated  with  capital  expenditures,  and 
for  recalculating  standard  amounts.  The  hospi- 
tals were  sampled  disproportionately  from  all  pos- 
sible combinations  of  four  Census  regions  and 
four  bedsize  groups.  Because  the  sample  is  not  a 
simple  random  sample  of  the  PPS  sample  hospi- 
tals, there  was  some  question  of  how  representa- 


12This  section  contains  part  of  a  study  by  Willard  G.  Manning 
of  the  Rand  Corporation,  Santa  Monica,  California  for  the  Prospec- 
tive Payment  Assessment  Commission  under  Purchase  Order  Num- 
ber T33 7281898  February  1986.  A  number  of  statistical  tables  in- 
cluded in  the  Rand  study  are  not  presented  in  this  appendix. 


tive  these  speed  audit  hospitals  were  of  hospitals 
in  general. 

At  ProPAC's  request,  we  examined  represen- 
tativeness in  terms  of: 

•  all  hospitals,  without  reference  to  any  spe- 
cial geographic  or  bedsize  reference, 

•  the  sixteen  strata  used  to  construct  the  sam- 
ple (four  bedsize  groups  by  four  census 
regions), 

•  urban  versus  rural  hospitals, 

•  urban  versus  rural  hospitals  for  each  of  the 
nine  census  divisions,  and 

•  hospitals  weighted  by  the  number  of  Medi- 
care discharges. 

For  each  of  these  alternatives,  we  estimated  the 
sampling  weights  from  the  data,  reweighted  the 
observations  to  reflect  their  sampling  weights,  and 
compared  the  audit  and  non-audit  samples  to  see 
if  they  differed  over  several  characteristics.  We 
found  that  the  audit  samples  differed  apprecia- 
bly from  the  non-audit  sample.  Audit  hospitals 
tended  to  be  larger,  more  expensive,  and  urban. 
These  differences  were  quite  significant.  Correct- 
ing for  rural  vs  urban,  Medicare  discharges,  or 
nine  Census  Division  mix  did  not  remove  the  im- 
balance in  the  sample.  However,  when  we  cor- 
rected for  the  sampling  by  Census  region  and  bed- 
size  groups,  there  were  no  significant  or  large 
differences  between  the  audit  and  the  non-audit 
sample. 

In  the  following  sections,  we  present  the  data 
and  methods,  and  report  the  results  of  the  repre- 
sentativeness analysis. 

Data  and  Sample 

For  this  analysis,  we  relied  on  data  provided 
by  the  ProPAC  staff,  which  they  obtained  from 


Table  A-18.— Distributions  Of  Hospitals  And  Discharges  In  The  Rural  Mountain  Region 
Payment  Group,  By  Bed-Size  Category 


Hospitals 


Discharges 


Bed-Size  Category  Number  Percent 

<100   222  88 

100-169    22  9 

169+   7  3 

Total   251 


Number 


Percent 


Average 
Standardized 
Cost  Per  Case 


90,556  64  $2,316.85 

32,350  23  $2,626.77 

19,585  14  $2,904.79 

142,491  $2,360.42 


SOURCE:  ProPAC  calculations  from  the  1981  Medicare  Cost  Report  data  used  to  compute  the  standardized  amounts. 
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HCFA.  The  sample  consists  of  the  5,501  hospi- 
tals which  were  used  to  calculate  the  PPS  stand- 
ardized amounts.  A  hospital  was  excluded  if  it  was 
exempt  from  PPS  or  if  its  status  was  unknown. 
Of  the  hospitals  with  missing  status,  51  were  speed 
audit  hospitals.  These  hospitals  were  also  miss- 
ing data  on  the  major  hospital  characteristics.  Six 
speed  audit  hospitals  were  excluded  because  they 
were  exempt  from  PPS.  This  left  a  speed  audit 
sample  of  1,140. 

Hospitals  were  labeled  as  being  rural  if  they  had 
a  1981  FIPS  SMSA  code  of  9999.  Some  hospitals 
were  missing  data  on  hospital  bedsize.  Using  data 
from  the  1981  AHA  files,  we  were  able  to  replace 
all  but  nine  cases.  We  grouped  the  hospitals  into 
four  bedsize  groups,  using  a  ProPAC  supplied 

bedsize  variable  (BEDSI  PR)  and  the  original 

HCFA  groupings  of  0-149,  150-299,  300-499,  and 
500+  beds.  We  used  the  ProPAC  census  division 

variable  (CEN  DIV)  to  create  the  Census  Region 

and  Division  groupings. 

In  addition  to  examining  bedsize,  geographi- 
cal, and  urban/rural  differences  between  the  au- 
dit and  non-audit  samples,  we  also  looked  at  a 
number  of  other  characteristics.  These  included 
type  of  control  (e.g.,  proprietary  versus  nonprof- 
it), SMSA  size,  the  age  of  the  clientele  (Medicare 
discharges  and  proportion  of  cases  paid  by  Medi- 
care), the  proportion  of  the  admissions  for  Med- 
icaid patients,  case  mix  and  case-mix  adjusted  cost 
per  case,  and  several  approval  or  accreditation 
measures. 

Methods 

To  assess  the  representativeness  of  the  speed  au- 
dit sample,  we  first  determined  the  probability 
that  a  hospital  would  be  included  in  the  audit  sam- 
ple for  each  of  the  sampling  approaches  men- 
tioned above  (e.g.,  rural,  or  four  census  by  four 
bedsize  groups).  These  probabilities  were  esti- 
mated directly,  rather  than  being  inferred  from 
the  sampling  scheme  originally  used  by  HCFA. 
Second,  each  hospital  was  assigned  a  weight  that 
was  the  inverse  of  its  probability  of  being  included 
in  the  audit  sample  if  an  audit  hospital,  and  the 
inverse  of  its  probability  of  being  excluded  if  not 
an  audit  hospital.  Third,  using  these  population 


weights,  we  then  compared  the  two  samples  to 
see  if  the  reweighted  data  differed  for  the  two 
samples. 

The  comparisons  were  made  using  analysis  of 
variance  techniques,  with  no  adjustment  for  the 
fact  that  the  weights  were  determined  empirically. 
Such  an  adjustment  would  decrease  the  signifi- 
cance of  the  results  presented  here,  but  the  ad- 
justment should  be  small.  In  any  event,  none  of 
the  qualitative  patterns  presented  below  would 
probably  be  affected  by  such  an  adjustment. 

For  categorical  variables,  such  as  census  divi- 
sion, we  made  comparisons  of  the  audit  and  non- 
audit  samples  using  a  likelihood  ratio  chi-square 
test. 

For  dichotomous  and  continuous  variables,  we 
used  the  two-sample  t-test  to  compare  the  audit 
and  non-audit  samples.  The  underlying  standard 
errors  were  derived  using  a  robust  nonparamet- 
ric  estimation  technique,  based  on  Huber's  (1967) 
work.  Although  the  resulting  variances  are  slight- 
ly larger  than  those  calculated  in  the  usual  man- 
ner, none  of  the  results  is  affected  by  this  choice. 

In  most  of  the  results  presented  below,  we  have 
made  no  adjustment  for  the  number  of  compari- 
sons being  made.  If  we  use  a  nominal  alpha  level 
of  10  percent,  and  make  30  comparisons,  we 
would  expect  3  of  them  to  be  significant  by  chance 
alone.  We  could  correct  for  multiple  comparisons 
in  two  ways:  first,  we  could  use  Bonferroni 
bounds,  assigning  each  of  the  comparisons  an  al- 
pha level  of  0.4  percent;  second,  we  could  test  all 
of  the  variables  together  (e.g.,  by  seemingly  un- 
related regression  -  SUR),  and  do  a  test  at  the  10 
percent  level.  We  have  done  both.  With  both  ap- 
proaches, we  reach  the  same  conclusions — the  au- 
dit sample  is  representative  of  the  5,501  hospitals 
if  one  uses  weights  for  the  16  strata  used  by  HCFA 
(four  census  regions  crossed  with  four  bedsize 
groups).  For  simplicity  of  presentation,  no  cor- 
rections for  multiple  comparisons  are  made  below. 

Except  for  filling  in  the  missing  bedsize  values, 
no  attempt  was  made  to  replace  missing  data.  All 
of  the  comparisons  omit  cases  with  missing  values 
for  the  variable  being  evaluated. 
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Results 

Table  A-19  presents  the  mean  characteristics  for 
dichotomous  and  continuous  variables  of  the  au- 
dit subsample  of  1,140  hospitals  and  the  whole 
sample  of  5,501  hospitals,  without  any  correction 
for  sampling.  It  contains  results  for  unweighted 
and  reweighted  approaches.  Table  A-20  provides 
crosstabs  for  the  categorical  variables,  for  the  un- 
weighted and  census  region/bedsize  reweighted 
approaches. 

Audit  hospitals  differ  significantly  from  the 
non-audit  sample  on  all  characteristics  other  than 
the  Alaska/Hawaii  cost  of  living  adjustment 
(COLA8I),  census  division  or  region,  Medicare 
certification,  or  proportion  of  the  admissions  be- 
ing Medicaid  patients.  Audit  hospitals  are  nearly 
two-thirds  larger,  are  one  seventh  more  expen- 
sive per  case,  have  a  lower  proportion  of  Medi- 
care admissions,  have  over  twice  as  many  interns 
and  residents  per  bed,  and  have  a  higher  MEDPAR 
case-mix  value  than  the  average  hospital  (Table 
A-19).  Even  adjusting  for  case  mix,  the  audit  hos- 
pitals are  10  percent  more  expensive  than  the  aver- 
age hospital.  Rural  and  small  urban  area  hospi- 


tals are  under  represented  in  the  audit  sample,  as 
are  public/government  hospitals,  and  small  hos- 
pitals (<150  beds). 

This  pattern  remains  after  adjusting  for  urban/ 
rural  differences  alone,  rural /urban  differences  by 
census  division,  or  reweighting  by  Medicare  dis- 
charges. The  imbalance  is  so  large,  that  correct- 
ing for  multiple  comparisons  will  not  alter  the 
conclusions. 

However,  when  we  reweight  the  sample  based 
on  the  16  census  region/bedsize  strata  used  to  con- 
struct the  sample,  we  find  only  one  difference  sig- 
nificant at  the  10  percent  level— 6.03  percent  of 
the  audit  sample  are  members  of  the  Council  of 
Teaching  Hospitals  compared  to  5.45  percent  of 
all  hospitals.  Given  the  number  of  variables  be- 
ing compared,  we  would  expect  to  get  two  or 
three  significant  comparisons  at  random.  Using 
SUR  on  the  noncategorical  variables  also  indicates 
no  difference  for  the  set  of  variables  taken  as  a 
whole. 

Not  only  is  the  audit  sample  not  significantly 
different  from  the  non-audit  sample,  but  the  dif- 


Table  A-19.— Sample  Means 


Audit— Reweighting  Schemes 


Whole 

4  Census3 

9  Census 

Medicare 

Variable 

Sample 

Unweighted 

Rural 

4  Bedsize 

Rural3 

Discharges 

Bedsize  

166.69 

277.97 

239.25 

168.78 

235.77 

476.79 

Hospital  Cost  Per  Case  (1981)  

2,095.6 

2,386.9 

2,233.9 

2,075.9 

2,237.1 

2,875.5 

Medicare  Discharges  

1,852.4 

2,819.4 

2,510.9 

1,891.7 

2,483.3 

5,074.7 

Intern  To  Bed  Ratio  (1981)  

0.02551 

0.05817 

0.04832 

0.02934 

0.04736 

0.09576 

Intern  To  Bed  Ratio  (1984)  

0.02778 

0.05959 

0.04952 

0.02917 

0.04876 

0.1006 

Intern  To  Bed  Ratio  (1981)b  

0.02582 

0.05796 

0.04812 

0.02841 

0.04729 

0.09701 

Cost  Of  Living  Adjustment  (1981) 

1.0013 

1.0013 

1.0014 

1.0015 

1.0015 

1.0007 

Labor  Market  Index  (1981)   

0.9750 

1.0053 

0.9799 

0.9720 

0.9813 

1.0611 

Cases  Used  In  Developing  Case  Mix  . 

.  343.7 

521.6 

464.7 

350.8 

459.1 

939.3 

Medicare  Disch.  Per  Bed  

12.084 

11.536 

11.756 

12.066 

118.17 

11.582 

%  Medicaid  Admissions   

0.1003 

0.1029 

0.1008 

0.0986 

0.1017 

0.0987 

%  Medicaid  Admissions   

0.3327 

0.3144 

0.3223 

0.3302 

0.3241 

0.3029 

Case  Mix  Index  (1981)  

1.0019 

1.0314 

1.0191 

1.0020 

1.0191 

1.0869 

Case  Mix  Adjusted  Cost  Per  Case  . . . 

.  2,366.1 

2,594.4 

2,462.6 

2,352.1 

2,467.1 

2,972.9 

#  AHA  Facilities3  

47.65 

53.147 

50.96 

47.92 

50.83 

62.32 

JCAH  Approval3  

0.7546 

0.8132 

0.7752 

0.7489 

0.7750 

0.9595 

Cancer  Program  Approval3  

AMA  Residency3  

0.1462 

0.2601 

0.2235 

0.1553 

0.2269 

0.4460 

0.1590 

0.3226 

0.2679 

0.1688 

0.2624 

0.5870 

Medical  School  Affiliate3  

0.1300 

0.2824 

0.2347 

0.1400 

0.2293 

0.5308 

Council  Of  Teaching  Hospitals3  

0.0545 

0.1519 

0.1256 

0.06025 

0.1231 

0.2976 

BC/BS  Participating3  

0.9531 

0.9526 

0.9521 

0.9483 

0.9511 

0.9597 

Medicare  Certification3  

0.9803 

0.9839 

0.9846 

0.9815 

0.9845 

0.9885 

Responded  To  AHA  Survey3   

0.9175 

0.9767 

0.9201 

0.9091 

0.9175 

0.9652 

aFrom  the  AHA  1981  survey. 

''Rand  version,  with  manual  inspection  of  outliers. 


37 


Table  A-20.— Comparison  Of  The  Distribution  Of 
Hospitals  In  The  Audit  Sample,  Weighted  And 

Unweighted,  To  The  Whole  Sample  (In  Percent) 

Audit  Sample 

4  Census 

Whole  4  Bedsize 

Hospital  Group  Sample  Unweighted  Weights 

Urban   52.08  63.16  51.23 

Rural    47.92  36.84  48.77 

New  England    4.47  4.30  4.30 

Mid  Atlantic   10.63  13.33  10.96 

South  Atlantic    14.02  15.00  13.67 

East  North  Central    16.00  17.11  16.17 

East  South  Central   8.34  8.42  8.68 

West  North  Central   14.16  11.93  13.95 

West  South  Central   14.12  12.89  14.09 

Mountain   6.29  6.23  6.84 

Pacific   11.96  10.79  11.36 

Northeast    15.11  17.63  15.25 

South   36.48  36.32  36.43 

Midwest   30.16  29.04  30.12 

West   18.25  17.02  18.20 

Urban  <100  Beds   12.05  7.19  9.95 

100-404  Beds    30.50  28.86  30.68 

405-684  Beds    7.58  19.12  8.39 

685+  Beds   1.95  7.98  2.21 

Rural  <  100  Beds   36.85  27.98  38.48 

100-169  Beds    7.11  5.09  6.51 

170+  Beds   3.98  3.77  3.78 

Church  Nonprofit   14.40  17.02  13.21 

Other  Nonprofit   42.72  45.53  44.10 

Proprietary    11.91  10.09  11.77 

Government   30.98  27.37  30.93 

Non-Metropolitan   49.47  37.62  49.65 

<  100,000  People   1.04  0.71  0.73 

100,000-250,000  People .  .  8.31  8.58  8.53 

250,000-500,000  People .  .  8.46  9.74  8.24 

500,000-1,000,000  People  7.77  10.72  8.53 

1-2.5  Million  People   11.85  15.82  12.11 

2.5+  Million  People   13.10  16.80  12.20 

Month  Hospital  Accounting  Year  Ends: 

January   0.45  0  0 

February   0.72  0.88  0.91 

March   3.33  2.46  2.80 

April   2.21  1.93  2.11 

May    2.36  2.19  2.21 

June   31.09  31.75  30.78 

July    0.87  0.61  0.68 

August   3.57  4.47  4.78 

September    22.45  21.75  22.60 

October   1.32  0.88  0.93 

November   0.91  0.79  0.98 

December   30.73  32.28  31.21 


ferences  are  by  and  large  quite  small.  The  re- 
weighted  average  audit  hospital  has  two  more 
beds  than  the  average  hospital,  1  percent  lower 
cost  per  case,  2  percent  more  Medicare  discharges, 
0.17  percentage  point  smaller  proportion  of  Med- 


icaid patients,  0.25  percentage  point  smaller 
proportion  of  Medicare  patients,  and  a  negligi- 
bly different  case  mix  or  case-mix  adjusted  cost 
per  case. 

The  one  area  with  some  moderate  differences 
between  the  audit  and  non-audit  samples  is  the 
teaching  hospital,  medical  school  complex  of  char- 
acteristics. Depending  on  the  particular  measure 
used,  reweighted  hospitals  have  up  to  15  percent 
more  interns  and  residents  per  bed  than  does  the 
average  hospital,  are  6  percent  more  likely  to  have 
an  AMA  approved  residency  program,  are  8  per- 
cent more  likely  to  be  a  medical  school  affiliate, 
and  11  percent  more  likely  to  be  a  member  of  the 
Council  on  Teaching  Hospitals. 

Thus,  if  one  is  concerned  about  teaching  related 
issues,  there  is  an  imbalance  that  may  require  spe- 
cial attention. 

We  also  examined  two  other  variables  for 
ProPAC.  The  first  was  the  mix  of  months  for  the 
end  of  the  fiscal  year.  There  was  a  significant 
difference  between  the  audit  and  non-audit  sam- 
ple for  all  reweighting  methods.  The  source  of  the 
result  was  largely  due  to  the  complete  absence  of 
January  and  dates  in  the  audit  subsample;  see  Ta- 
ble A-20.  The  second  was  to  check  the  balance 
using  the  Medicare  group  number.  Although  the 
audit  and  non-audit  are  not  significantly  differ- 
ent after  reweighting  for  the  16  census  region/bed- 
size  groups,  the  p  value  is  between  0.25  and  0.10, 
uncorrected  for  multiple  comparisons.  The  re- 
weighted  audit  sample  has  too  few  urban  small 
hospitals  (  <  100  beds)  and  too  many  urban  large 
hospitals  (>684  beds). 

These  two  results  suggested  that  there  might  be 
a  subtle  imbalance  between  the  two  samples  in 
the  bedsize  variable.  A  comparison  of  the  pre- 
dicted and  actual  probabilities  of  being  in  the  audit 
sample  indicated  that  the  largest  10  percent  of  hos- 
pitals were  overrepresented  by  about  4  percent- 
age points,  while  the  next  ten  percent  was  under- 
represented  by  3  percentage  points.  To  test  if  this 
and  other  differences  were  systematically  related 
to  bedsize,  we  added  a  cubic  spline  in  bedsize  to 
the  census  region  vs  4  bedsize  group  specification; 
the  spline  had  knots  at  150  and  300  beds.  We 
could  reject  the  hypothesis  that  there  was  no  im- 
balance by  bedsize  at  the  .01  level,  unadjusted  for 
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multiple  comparisons;  chi-square(5)  =  18.17. 
However,  if  a  correction  were  made  for  the  num- 
ber of  comparisons,  this  result  would  be  margin- 
ally insignificant  at  the  10  percent  level,  using 
Bonferroni  bounds. 

Once  the  misfit  is  corrected  by  the  cubic  spline, 
there  is  no  imbalance  in  the  sample  in  terms  of 
being  a  member  of  the  Council  of  Teaching  Hos- 
pitals (t=  0.80). 

Discussion 

The  audit  sample  drawn  by  HCFA  oversam- 
pled  large  hospitals.  Although  few  in  number, 
these  hospitals  account  for  a  disproportionate 
share  of  all  hospitalizations.  By  oversampling 
these  cases,  HCFA  will  be  able  to  have  more  pre- 
cision in  its  analysis  of  the  bulk  of  the  hospitals 
used  by  Medicare  patients  than  it  would  have  had 
if  it  had  used  simple  proportional  sampling. 

Because  the  audit  sample  includes  a  dispropor- 
tionate share  of  large  hospitals,  it  also  differs  from 
the  average  hospital  in  being  more  expensive  per 
case  and  having  a  more  complicated  case  mix. 

However,  if  we  reweight  the  audit  sample  to 
reflect  the  disproportionate  sampling  (by  four 
census  regions  interacted  with  four  bedsize 
groups),  then  the  audit  sample  looks  fully  repre- 
sentative of  the  5,501  hospitals  used  to  compute 
PPS  amounts.  The  only  significant  differences 
were  that  teaching  hospitals  are  overrepresented, 
and  there  was  a  minor  imbalance  in  the  mix  of 
end  dates  for  the  accounting  year.  Given  the  large 
number  of  comparisons  made  here,  we  would  ex- 
pect about  this  number  of  significant  findings  at 
random.  Nevertheless,  there  was  a  pattern  of  im- 
balance on  AMA  residency,  and  intern/resident 
to  bed  ratio,  as  well  as  teaching  hospital  status. 
Depending  on  the  exact  use  for  these  data,  it  may 
be  necessary  to  control  for  this  pattern. 

Given  the  small  and  insignificant  differences  be- 
tween the  audit  and  the  non-audit  samples,  re- 
weighted  for  sampling  by  census  region  and  bed- 
size,  we  feel  than  the  only  remaining  concern  is 
one  of  precision.  Is  the  audit  sample  large  enough 
to  give  meaningful  precision  in  the  HCFA  and 
ProPAC  analyses? 


Table  A-21.— Audit  Sample  Standard  Errors 
Reweighted  For  Census  Region  And  Bedsize 


Audit  Sample 


Variable  Std.  Error 

Rural  01621 

Bedsize   4.226 

Hospital  Cost  Per  Case  (1981)   27.26 

Medicare  Discharges   47.93 

Intern  To  Bed  Ratio  (1981)  003002 

Intern  To  3ed  Ratio  (1984)  002277 

Intern  To  Bed  Ratio  (1981)  (Rand  Version)  . .  .002233 

Cost  Of  Living  Adj.  (1981)  005870 

Labor  Market  Index  (1981)  004771 

Cases  Used  In  Developing  Case  Mix  Index  .  9.061 

Medicare  Disch.  Per  Bed  1381 

%  Medicaid  Admissions  002568 

%  Medicare  Admissions  003722 

Case  Mix  Index  (1981)  002941 

Case  Mix  Adjusted  Cost  Per  Case   25.79 

#  AHA  Facilities  6525 

JCAH  Approval  01476 

Cancer  Program  Approval  01020 

AMA  Residency  01020 

Medical  School  Affiliate  009172 

Council  Of  Teaching  Hospitals  005472 

BC/BS  Participating  007243 

Medicare  Certification  004432 

Responded  To  AHA  Survey  009782 


Urban  /Rural  Versus 
Nine  Census  Divisions 

In  addition  to  assessing  the  overall  representa- 
tiveness of  the  audit  sample  given  its  sampling, 
we  also  examined  the  representativeness  for  each 
census  division  and  rural  versus  urban  status. 

Some  of  the  cell  sizes  are  fairly  small.  As  a  re- 
sult, the  means  for  each  of  the  continuous  or  di- 
chotomous  characteristics,  and  the  frequencies  for 
the  discrete  variable  have  some  cells  with  no  var- 
iation. This  is  particularly  a  problem  for  the  au- 
dit sample  for  the  rarer  conditions,  such  as  teach- 
ing hospital  status.  In  such  cases,  the  audit  sample 
cannot  be  representative  for  certain  regions. 

We  also  found  that  the  reweighted  audit  sam- 
ple was  significantly  different  from  the  non-audit 
sample  in  the  mix  of  hospital  type  of  control  (prof- 
it vs.  nonprofit),  Medicare  group,  and  SMSA  size 
(p  <  .01).  The  mix  of  the  four  bedsize  groups  was 
not  significantly  different  for  the  audit  sample. 
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Given  the  size  of  the  audit  sample,  and  the 
number  of  rare  characteristics,  we  feel  that  requir- 
ing balance  for  each  of  the  18  cells  is  expecting 
too  much.  Such  a  fine  level  match  would  require 
a  much  larger  sample  size. 
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PAYMENT  FOR  CAPITAL  UNDER  PPS 


Introduction 

Medicare  payment  for  capital-related  costs  has 
emerged  as  an  issue  of  extensive  health  policy  de- 
bate. The  prospective  payment  system  currently 
excludes  these  costs  and  pays  hospitals  for  capi- 
tal on  a  "pass-through"  basis.  Congress,  however, 
established  the  statutory  deadline  of  October  1, 
1986,  for  determining  a  mechanism  for  incorpo- 
rating capital  payments  in  the  prospective  pay- 
ment system. 

A  Definition  of  Capital 

Capital  represents  the  total  economic  value  of 
an  organization  at  any  given  time.  It  is  often  stated 
in  terms  of  an  organization's  market  value,  and 
may  consist  of  tangible  and  intangible  assets. 

Tangible  assets  have  physical  substance  and 
may  be  broadly  divided  into:  1)  current  or  liquid 
assets,  and  2)  fixed  or  long-term  assets.  Current 
assets  consist  of  cash  and  other  assets  that  can  be 
converted  into  cash  within  one  year.  Fixed  assets, 
such  as  plant  and  equipment,  are  of  a  relatively 
permanent  nature  and  are  intended  for  use  in  fu- 
ture periods. 

Intangible  assets  are  also  considered  long-term, 
but  have  no  physical  substance — for  example,  pa- 
tents or  good  will.  A  long-term  asset  is  systemat- 
ically written-off  to  expense  over  the  period  of 
its  economic  usefulness  through  an  accounting 
process  called  depreciation  (for  tangible  assets)  or 
amortization  (for  intangible  assets). 

Medicare's  definition  of  capital  expenditures  fol- 
lows generally  accepted  accounting  principles. 
Payments  relate  to  tangible  fixed  assets;  this  has 
not  changed  significantly  since  the  program's  in- 
ception. Medicare  requires  capitalization  and 
write-off  of  a  depreciable  asset's  cost  if  it  has  an 
estimated  useful  life  of  at  least  two  years  and  a 
historical  cost  of  at  least  $500.  The  provider  may 
establish  policy  for  capitalization  with  lower  min- 
imum criteria. 

Currently,  Medicare  considers  capital-related 
costs  to  be  an  allowable  expense  and  pays  hospi- 
tals on  a  reasonable-cost  basis.  According  to  the 


Medicare  Provider  Reimbursement  Manual,  cap- 
ital-related costs  include: 

A.  Depreciation  Expense — Depreciation  ex- 
pense payment  is  based  on  the  asset's  pur- 
chase price  less  its  salvage  value.13  In  most 
cases,  depreciation  is  paid  on  a  straight-line 
basis  wherein  the  asset's  historical  cost  is  re- 
covered in  equal  amounts  over  its  useful  life. 
Medicare  does  not  require  funding  of  depre- 
ciation (the  physical  segregation  of  cash  or 
securities  for  the  replacement  of  assets). 
Therefore,  hospitals  may  use  Medicare  cap- 
ital payments  to  fund  regular  operations  or 
other  expenditures  at  their  discretion,  rather 
than  setting  aside  payments  to  fund  replace- 
ment of  equipment  or  facilities. 

B.  Taxes  on  Land  and  Depreciable  Assets — 
Generally,  taxes  assessed  on  the  basis  of 
some  valuation  of  land  or  depreciable  as- 
sets used  for  patient  care  are  considered  al- 
lowable capital  costs. 

C.  Leases  and  Rentals — Lease  and  rental  fees, 
including  license  and  royalty  fees,  for  the 
use  of  assets  that  would  otherwise  be  depre- 
ciable if  the  hospital  owned  them,  are  al- 
lowable costs. 

D.  Costs  of  Betterments  and  Improvements — 
Allowable  costs  are  those  involving  im- 
provements that:  1)  extend  the  estimated 
useful  life  of  an  asset  a  minimum  of  two 
years  beyond  its  original  estimated  useful 
life,  or  2)  increase  the  productivity  of  an  as- 
set significantly. 

E.  Costs  of  Minor  Equipment — Minor  equip- 
ment costs  that  are  capitalized,  rather  than 
expensed,  are  considered  allowable  by 
Medicare. 

F.  Insurance — Insurance  expense  to  provide 
protection  for  the  replacement  of  deprecia- 
ble assets  is  an  allowable  cost.  Also,  insur- 
ance providing  for  indirect  losses  a  provider 


13The  Deficit  Reduction  Act  included  a  provision  prohibiting  fa- 
cilities from  "stepping  up"  or  revaluating  their  assets  at  the  time  of 
sale  or  merger.  Specifically,  in  determining  allowance  for  deprecia- 
tion, the  asset  value  is  limited  to  the  lesser  value  of:  1)  the  allowa- 
ble acquisition  cost  to  the  owner  of  record,  or  2)  the  acquisition 
cost  of  the  asset  to  the  new  owner. 


41 


may  incur  in  connection  with  property  dam- 
age or  other  occurrences  that  interrupt  the 
normal  operation  of  the  hospital  is  al- 
lowable. 

G.  Interest  Expense — To  be  considered  an  al- 
lowable cost  by  Medicare,  interest  expense 
must  be  incurred  on  funds  required  to  sat- 
isfy a  financial  need  of  the  provider  in  ac- 
quiring land  or  depreciable  assets  related  to 
patient  care.  Interest  expense  incurred  to 
borrow  working  capital  (for  operating  ex- 
penses) is  not  allowable.  Interest  payments 
must  be  reduced  by  investment  income 
earned  by  the  hospital  (with  limited  excep- 
tions). Medicare  does  not  reduce  allowable 
interest  expense  by  interest  income  earned 
on  funded  depreciation,  restricted  funds, 
and  restricted  and  unrestricted  donations. 

H.  Return  on  Equity — For  proprietary  provid- 
ers, Medicare  pays  hospitals  for  a  reason- 
able return  on  equity  capital  invested  and 
used  in  providing  patient  care.  The  allow- 
able return  is  calculated  as  the  average  in- 
vestment of  the  owners  during  the  report- 
ing period.  Currently,  the  rate  of  return  paid 
is  "equal  to  the  average  of  the  rates  of  in- 
terest, for  each  of  the  months  any  part  of 
which  is  included  in  the  reporting  period, 
on  obligations  issued  for  purchase  by  the 
Federal  Hospital  Insurance  Trust  Fund" 
(Pub.  L.  98-21). 

I.  Capital  Cost  of  Related  Organizations — The 
capital  costs  of  an  organization  (furnishing 
services,  facilities,  and  supplies)  that  is  re- 
lated to  a  provider  as  a  result  of  common 
ownership  or  control  are  considered  allow- 
able costs. 

Current  Regulation  of 
Capital  Payments 

Efforts  to  plan  and  regulate  capital  expenditures 
have  been  introduced  in  the  past.  The  National 
Health  Planning  and  Resources  Development  Act 
of  1974  mandated  that  all  states  eventually  enact 
certificate-of-need  (CON)  review  legislation  re- 
quiring health  facilities  to  receive  prior  approval 
for  construction  and  other  capital  projects  in  or- 
der to  be  licensed. 


Currently,  there  is  no  direct  link  between  the 
CON  review  program  and  Medicare  reimburse- 
ment for  capital-related  costs.  Medicare  payment 
for  provider  capital  expenditures,  however,  may 
be  indirectly  affected  by  CON  review.  For  exam- 
ple, an  intermediary  may  disapprove  a  capital  ex- 
penditure on  the  basis  that  it  is  "unreasonable" 
if  the  CON  application  had  been  disapproved  by 
the  planning  agency  and  the  intermediary  was 
aware  of  the  disapproval. 

Federal  efforts  to  regulate  Medicare  capital  ex- 
penditures were  introduced  in  Section  1122  of  the 
Social  Security  Act  (1972  amendments).  This  sec- 
tion outlined  an  agreement  that  may  be  estab- 
lished between  the  Secretary  and  any  state  where- 
in a  designated  planning  agency  of  the  state 
would:  1)  make  recommendations  regarding  cap- 
ital expenditures  proposed  by  or  on  the  behalf  of 
any  health  care  facility  in  the  state,  and  2)  estab- 
lish procedures  for  any  person  wishing  to  appeal 
a  recommendation  by  the  designated  agency.  The 
Secretary  is  authorized  to  withhold  Medicare  pay- 
ment for  certain  capital  costs  related  to  provider 
projects  disapproved  by  the  designated  state  plan- 
ning agency. 

Section  1122  authorizes  disallowance  of  Medi- 
care payment  for  capital-related  costs  only  when 
a  facility's  application  is  disapproved.  If  no  ac- 
tion is  taken  (including  situations  in  which  an  1122 
review  program  has  not  been  established  in  the 
state),  Medicare  payment  for  capital-related  costs 
must  be  granted  (assuming  they  are  within  the  lim- 
its of  allowable  costs). 

As  more  states  established  CON  programs  (as 
mandated  by  the  1974  health  planning  legislation), 
they  discontinued  the  1122  review,  largely  due  to 
inconsistency  of  requirements  between  the  pro- 
grams. As  discussed  later  in  this  section,  if  legis- 
lation is  not  enacted  to  incorporate  capital  in  the 
prospective  payment  system  by  October  1,  1986, 
the  Section  1122  review  program  will  become 
mandatory. 

In  developing  the  prospective  payment  system, 
Congress  recognized  that  additional  study  was  re- 
quired to  include  capital  payments  in  the  new  sys- 
tem. For  this  reason,  it  specifically  excluded  cap- 
ital-related costs  from  PPS  and,  until  October 
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1986,  continued  payment  for  these  costs  on  a  rea- 
sonable-cost basis.  To  facilitate  future  inclusion 
of  capital  costs  in  PPS,  Congress  added  a  provi- 
sion stating  "the  Secretary  of  Health  and  Human 
Services  shall  study,  develop,  and  report  to  the 
Congress  within  18  months  after  the  date  of  the 
enactment  of  this  Act  on  the  method  and  propo- 
sals for  legislation  by  which  capital-related  cost, 
such  as  return  on  net  equity,  associated  with  in- 
patient services  can  be  included  within  the  pro- 
spective payment  amounts  computed  under  sec- 
tion 1886(d)  of  the  Social  Security  Act"  (Pub.  L. 
98-21). 

In  addition,  Congress  stipulated  that  if  no  leg- 
islation is  passed  by  October  1,  1986  for  the  in- 
clusion of  capital  costs  into  PPS,  the  Medicare 
program  will  not  pay  for  these  costs  unless  the 
state  has  a  Section  1122  capital  approval  agree- 
ment and  the  state  has  recommended  approval  of 
the  expenditure.  Therefore,  Section  1122  review, 
currently  a  voluntary  program,  would  become 
mandatory  in  order  for  hospitals  to  receive  Medi- 
care payment  for  capital-related  costs. 

Furthermore,  the  legislation  included  a  provi- 
sion warning  that  "it  is  the  intent  of  Congress  that, 
in  considering  the  implementation  of  a  system  for 
including  capital-related  costs  under  a  prospec- 
tively determined  payment  rate  for  inpatient  hos- 
pital services,  costs  related  to  capital  projects  for 
which  expenditures  are  obligated  on  or  after  the 
effective  date  of  the  implementation  of  such  a  sys- 
tem, may  or  may  not  be  distinguished  differently 
from  costs  of  projects  for  which  expenditures  are 
obligated  before  such  date"  (Pub.  L.  98-21).  This 
provision  has  provoked  some  controversy,  but, 
together  with  the  accompanying  bill  report  lan- 
guage, it  is  generally  interpreted  to  mean  that  cap- 
ital expenditures  obligated  after  the  date  of  the 
legislation  may  be  treated  differently  under  PPS 
than  expenditures  obligated  before  that  date. 

Capital  Expenditures 

Recent  Level  and  Trends  for  Capital  Spending 

According  to  American  Hospital  Association 
(AHA)  Panel  Survey  data  for  the  period  1975- 
1985,  the  annual  percentage  increase  for  capital 
was  greater  than  that  for  total  costs  for  all  years 


except  1980.  This  has  resulted  in  significant  in- 
creases in  capital /total  cost  ratios  for  this  period. 
(Refer  to  Figures  A-l  and  A-2  and  Table  A-22.) 


Figure  A  L— Percentage  Increase  In  Depreciation, 
Interest,  And  Total  Expenses  From  Prior  Year 
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1975  1980  1985a 

Year 

 Interest  Expense 

 Depreciation  Expense 

  Total  Expenses 

aBased  on  estimate  derived  through  comparison  of  January-October  of  1985  with 
January-October  of  1984. 

SOURCE:  AHA  Panel  Survey  Data. 


Figure  A-2.— Percentage  Increase  In  Hospital  Capital 
And  Total  Costs  From  Prior  Year 
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aBased  on  estimate  derived  through  comparison  of  January-October  of  1985  with 
January-October  of  1984. 

SOURCE:  AHA  Panel  Survey  Data. 
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Table  A-22.— The  Relationship  Between  Capital,  Operating  And  Total  Costs  For  The 
Period  1980  To  1985  And  Percent  Increase  From  Prior  Year  (Dollars  In  Billions) 


1980 

1981 

1982 

1983 

1984 

1985a 

Capital  Costs   

$4.9 

$5.9 

$7.1 

$8.4 

$9.9 

$11.1 

(15%) 

(20%) 

(20%) 

(18%) 

(18%) 

(12%) 

Operating  Costs  

$74.4 

$88.3 

$102.0 

$111.8 

$116.1 

$122.2 

(17%) 

(19%) 

(16%) 

(10%) 

(4%) 

(6%) 

Total  Costs  

$79.3 

$94.2 

$109.1 

$120.2 

$126.0 

$133.3 

(17%) 

(19%) 

(16%) 

(10%) 

(5%) 

(6%) 

Capital/Operating  Cost  Ratio 

6.6 

6.7 

7.0 

7.5 

8.5 

9.1 

(-2%) 

(2%) 

(5%) 

(7%) 

(13%) 

(7%) 

Capital/Total  Cost  Ratio  

6.2 

6.3 

6.5 

7.0 

7.9 

8.3 

(-2%) 

(2%) 

(3%) 

(8%) 

(13%) 

(5%) 

aEstimates  based  on  expenditures  year-to-date  (YTD)  through  October  1985;  percentage  increases  based  on  amounts  YTD  through 
October  1984  versus  YTD  through  October  1985. 


SOURCE:  AHA  Panel  Survey  Data. 


Large  fluctuations  in  interest  rates,  observed  in 
Figure  A-l,  contributed  to  significant  percentage 
increases  in  total  capital  costs  observed  in  Figure 
A-2  for  the  years  1976,  1981-1982,  and  1984.  Al- 
though capital  costs  continue  to  grow,  the  annual 
percentage  change  showed  signs  of  decreasing  in 
1985.  In  fact,  depreciation  expense  remained  sta- 
ble for  the  period  1982  to  1984  and  decreased  in 
1985. 

The  incentives  of  PPS  for  capital/labor  substi- 
tution may  have  some  effect  on  the  level  of  capi- 
tal spending.  Figure  A-l  illustrates  a  significant 
decline  in  annual  percentage  increase  in  total  costs 
occurring  since  1981,  while  annual  percentage 
changes  in  depreciation  expense  have  remained 
stable  for  this  period. 

Stable  depreciation  levels  do  not  only  indicate 
that  hospitals  are  inefficiently  substituting  capi- 
tal for  operating  costs  in  response  to  distorted  PPS 
incentives.  Several  other  factors,  such  as  replace- 
ment of  existing  facilities,  may  contribute  to  sus- 
tained percentage  increases  in  depreciation  while 
total  costs  are  dramatically  declining.  Replace- 
ment will  contribute  to  increases  in  depreciation 
amounts  because  older  plant  is  expressed  in  terms 
of  historical  dollars,  whereas  new  plant  is  repre- 
sented in  more  current,  higher  dollars.  When  as- 
sets are  replaced,  their  historical  value  is  substi- 
tuted with  current  costs. 

Some  individuals  point  out  that  hospitals  can- 
not reduce  their  capital  costs  as  quickly  as  their 
operating  or  total  costs  because  capital  costs  are 


more  long-term  and  fixed  in  nature.  For  exam- 
ple, a  hospital  must  continue  to  pay  the  capital 
costs  of  fixed  plant,  regardless  of  declines  in  uti- 
lization. Some  operating  costs,  however,  vary 
with  changes  in  utilization  and  can  be  reduced  in 
the  short  term  when  the  volume  of  services  de- 
clines. Therefore,  while  there  may  be  sharp  de- 
clines in  the  annual  percentage  increases  in  total 
costs,  capital  costs  remain  stable  even  though  uti- 
lization has  dropped  substantially. 

Based  on  AHA  Annual  Survey  data  for  1983 
and  1984  building  and  fixed  equipment  accounted 
for  approximately  60  percent  and  moveable  equip- 
ment accounted  for  approximately  40  percent  of 
total  capital  expenditures  (not  including  land  and 
construction-in-progress) . 

The  Office  of  the  Assistant  Secretary  for  Plan- 
ning and  Evaluation  (ASPE)  estimates  that  Medi- 
care expenditures  for  capital-related  costs  for  fis- 
cal year  1984  were  7.4  percent  of  total  Medicare 
inpatient  expenditures.  This  amount,  approxi- 
mately $2.9  billion,  is  comprised  of  69  percent 
depreciation  expense  (55  percent  depreciation  for 
fixed  assets;  14  percent  for  movable  assets),  24 
percent  interest  costs,  and  7  percent  return  on 
equity. 

Variations  in  Capital  Expenditures 
Among  Hospitals 

ASPE  identified  considerable  variation  in  the 
ratio  of  capital  to  operating  costs  among  hospi- 
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tals  for  1981.  Listed  below  is  the  distribution  of 
hospitals: 

Percentage  of 


Ratio  of  Capital  to  Operating  Costs  Hospitals 

Less  than  2%   7.0% 

2%-4%   17.7% 

4%-6%   26.8% 

6%-8%   18.5% 

8%-10%   12.0% 

10%-15%   13.2% 

15%-20%   3.4% 

Greater  than  20%   1.4% 


It  is  difficult  to  identify  the  factors  contribut- 
ing to  the  uneven  distribution  of  capital-related 
costs  among  hospitals  participating  in  the  Medi- 
care program.  Overall,  however,  the  age  of  the 
hospital's  assets  has  the  greatest  impact  on  capital- 
related  expenditures — the  newer  the  assets,  the 
higher  the  costs.  Several  analyses  have  been  un- 
dertaken to  determine  other  hospital  character- 
istics that  influence  the  level  of  capital  expendi- 
tures, but  none  has  been  shown  to  explain  a  high 
degree  of  variation  in  capital  expenditures  among 
hospitals. 

An  analysis  performed  by  ASPE  and  presented 
in  its  background  paper  entitled  "Capital  in  the 
Hospital  Industry,"  determined  that  "hospital 
characteristics  associated  with  higher  capital  ex- 
penditures include  for-profit  ownership;  bed 
changes  of  more  than  10  percent  in  the  last  5 
years;  and  the  presence  of  a  management  con- 
tract .  .  .  Hospital  characteristics  associated  with 
lower  ratios  of  capital  costs  to  operating  costs  in- 
clude a  proportion  of  Medicaid  patients  greater 
than  15  percent;  government  ownership;  mem- 
bership in  the  Council  of  Teaching  Hospitals;  and 
a  New  England  location." 

The  AHA,  in  its  study  entitled  "Capital-Related 
Cost  Variation  Across  Hospitals,"  determined  that 
characteristics  commonly  used  to  describe  hos- 
pitals fail  to  account  for  a  large  portion  of  the  var- 
iation in  capital-related  costs.  In  an  analysis  using 
1982  AHA  annual  survey  data,  the  combined 
characteristics  of  age,  region,  bed  size,  and  ur- 
ban/rural status  accounted  for  only  20  percent  of 
the  hospital  capital  cost  variation.  An  intermedi- 
ate set  of  variables  (e.g.,  ownership,  Medicare/ 
Medicaid  involvement,  percentage  of  uncompen- 
sated care,  multihospital  system  involvement, 
Medicare  case-mix  index,  and  interns  and  resi- 


dents) accounted  for  an  additional  24  percent  of 
the  variation. 

Information  presented  in  the  AHA  study  noted 
above  indicates  that,  in  addition  to  having  lower 
operating  costs,  rural  hospitals  have  lower  capi- 
tal costs  than  urban  hospitals.  Capital  and  oper- 
ating costs  tend  to  move  in  the  same  direction  as 
demonstrated  by  the  small  variation  in  capital/ 
operating  cost  ratios  between  urban  and  rural  hos- 
pital groups.  Specifically,  the  urban  capital/ 
operating  cost  ratio  has  a  mean  value  of  7.3  per- 
cent and  a  median  value  of  6.4  percent.  The  ru- 
ral capital/operating  cost  ratio  has  a  mean  value 
of  6.7  percent  and  a  median  value  of  5.6  percent. 
National  capital /operating  cost  ratios  are  7.0  per- 
cent (mean)  and  6.0  percent  (median). 

Finally,  in  an  analysis  performed  for  ProPAC 
by  the  Johns  Hopkins  University  Center  for  Hos- 
pital Finance  and  Management,  the  findings  in- 
dicated that  there  was  very  little  relationship  be- 
tween occupancy  rate  and  (a)  capital  cost  per  case, 
or  (b)  ratio  of  capital  to  total  cost.  Hospitals  with 
low  occupancy  rates  did  not  systematically  have 
high  capital  costs  per  case.  In  fact,  the  relation- 
ship that  did  exist  was  positive,  indicating  that 
hospitals  with  high  occupancy  rates  had  corre- 
spondingly high  capital  costs  per  case  and  those 
with  low  occupancy  rates  had  lower  costs  per 
case.  When  the  influence  of  bedsize  and  location 
is  removed  by  computing  a  ratio  of  capital  to  to- 
tal costs,  then  the  association  with  occupancy  falls 
to  zero. 

Table  A-23  demonstrates  that  it  is  most  com- 
mon for  hospitals'  capital  costs  per  case  to  range 
from  $100  to  $200  and  least  common  for  capital 
costs  per  case  to  range  from  $75  to  $100.  Of  the 
hospitals  reporting  capital  costs  of  less  than  $75 
per  case,  33  percent  have  occupancy  rates  of  less 
than  50  percent;  these  hospitals  represent  more 
than  10  percent  of  the  sample. 

Therefore,  many  hospitals  with  low  occupancy 
levels  have  correspondingly  low  capital  costs  per 
case.  In  fact,  even  though  Medicare  may  be  pay- 
ing for  excess  capacity  in  these  institutions  (as  dis- 
cussed in  a  subsequent  section),  these  costs  are 
substantially  less  than  those  of  many  high  occu- 
pancy hospitals.  Furthermore,  Table  A-24  dem- 


Table  A-23.  —  The  Relationship  Between  Occupancy  Rate  And  Capital  Cost  Per  Case 


Frequency 

Percent  Of  Total  Hospitals 


Row  Percent 
Column  Percent 

Capital  Cost  Per  Case 
$75-$100    $100-$200  >$200 

Tntal 
I  U lal 

f  Of  Hosp.  With  <o(j%  Occupancy  

. . . .  5bU 

200 

356 

221 

1  ,00/ 

pprr^pnt  Of  Tntal  Hn^nitAl^ 

10  35 

3.69 

6.58 

4.08 

24.7 

Ri"»vju  Porront 

41  ftft 

14.96 

26.63 

16.53 

Pnlumn  Dormant 

97 

25.54 

18.73 

21.13 

«  Of  Hosp.  With  50-65%  Occupancy  .... 

.  .  .  .  492 

228 

486 

251 

1 ,457 

Darrant  Of  T<-ital  Wrtcnitalc 

Q  nQ 

4.21 

8.98 

4.64 

Row  Percent   

33.77 

15.65 

33.36 

17.23 

Column  Percent   

29.23 

29.12 

25.57 

24.00 

*  Of  Hosp.  With  65-75%  Occupancy 

363 

173 

518 

258 

1,312 

Percent  Of  Total  Hospitals  

6.71 

3.20 

9.57 

4.77 

24.24 

Row  Percent   

27.67 

13.19 

39.48 

19.66 

Column  Percent   

21.57 

22.09 

27.25 

24.67 

*  Of  Hosp.  With  >75%  Occupancy  

268 

182 

541 

316 

1,307 

Percent  Of  Total  Hospitals  

4.95 

3.36 

9.99 

5.84 

24.15 

Row  Percent   

20.50 

13.93 

41.39 

24.18 

Column  Percent   

15.92 

23.24 

28.46 

30.21 

Total  Hospitals  

1,683 

783 

1,901 

1,046 

5,413 

Percent  Of  Hospitals  

.  . . .  31.09 

14.47 

35.12 

19.32 

100.00 

SOURCE:  1981  Medicare  Cost  Report  data,  as  presented  in  a  project  entitled  "Study  of  the  Relationship  Between  Capital  and 
Operating  Costs  in  Hospitals;"  conducted  for  ProPAC  by  the  Center  for  Hospital  Finance  and  Management,  Johns 
Hopkins  Medical  Institutions,  January  1986  (ProPAC  Contract  Number  T-33727596). 


Table  A-24.— The  Relationship  Between  Occupancy  Rate  And  Capital/Total 

Cost  Ratios 


Frequency 

Percent  Of  Total  Hospitals 


Row  Percent 

Capital/Total  Cost  Ratio 

Column  Percent 

<4% 

4% -7% 

7%-10% 

>10% 

Total 

#  Of  Hosp.  With  <50%  Occupancy  

287 

568 

253 

229 

1.337 

Percent  Of  Total  Hospitals  

5.30 

10.49 

4.67 

4.23 

24.70 

Row  Percent   

21.47 

42.48 

18.92 

17.13 

Column  Percent   

26.50 

26.35 

21.14 

23.44 

tf  Of  Hosp.  With  50-65%  Occupancy 

288 

559 

310 

300 

1,457 

Percent  Of  Total  Hospitals  

5.32 

10.33 

5.73 

5.54 

26.92 

Row  Percent   

19.77 

38.37 

21.28 

20.59 

Column  Percent   

26.59 

25.93 

25.90 

30.71 

#  Of  Hosp.  With  65-75%  Occupancy 

264 

513 

306 

229 

1,312 

Percent  Of  Total  Hospitals  

4.88 

9.48 

5.65 

4.23 

24.24 

Row  Percent   

20.12 

39.10 

23.32 

17.45 

Column  Percent   

24.38 

23.79 

25.56 

23.44 

#  Of  Hosp.  With  >75%  Occupancy  

244 

516 

328 

219 

1,307 

Percent  Of  Total  Hospitals  

4.51 

9.53 

6.06 

4.05 

24.15 

Row  Percent   

18.67 

39.48 

25.10 

16.76 

Column  Percent   

22.53 

23.93 

27.40 

22.42 

Total  Hospitals   

1,083 

2,156 

1,197 

977 

5,413 

Percent  Of  Hospitals  

. ...  20.01 

39.83 

22.11 

18.05 

100.00 

SOURCE:  1981  Medicare  Cost  Report  data,  as  presented  in  a  project  entitled  "Study  of  the  Relationship  Between  Capital  and 
Operating  Costs  in  Hospitals;"  conducted  for  ProPAC  by  the  Center  for  Hospital  Finance  and  Management,  Johns 
Hopkins  Medical  Institutions,  January  1986  (ProPAC  Contract  Number  T-33727596). 
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onstrates  that  it  was  most  common  for  hospitals' 
capital  costs  to  represent  4  to  7  percent  of  their 
total  cost,  regardless  of  occupancy  rate. 

Future  Capital  Requirements  and  Assumptions 

There  is  a  wide  range  of  estimates  for  hospital 
capital  requirements  in  the  1980s.  Some  believe 
that  current  levels  of  capital  investment  are  in- 
adequate. They  argue,  first,  that  Medicare  capi- 
tal payment  based  on  historical  cost  depreciation 
is  substantially  less  than  replacement  costs,  result- 
ing in  payments  to  hospitals  below  the  cost  of  cap- 
ital. Replacement  cost  depreciation  would  adjust 
for  price  level  changes  and  permit  hospitals  to  re- 
place existing  items  of  equipment  at  current  prices 
at  the  end  of  their  useful  lives.  Secondly,  they 
point  out  that  philanthropy,  as  a  source  of  financ- 
ing, is  declining  and  hospitals  will  require  addi- 
tional funds  to  replace  this  capital  source.  Third, 
they  cite  the  need  to  replace  or  modernize  facil- 
ities built  in  the  1950s  under  the  Hill-Burton  pro- 
gram. Fourth,  they  point  out  that  hospitals  need 
to  upgrade  technology  to  meet  heightened  expec- 
tations for  availability  of  the  latest  facilities  and 
equipment  generated  by  a  growing  supply  of  new 
physicians  and  the  public  attitude  toward  tech- 
nological advancement.  Finally,  they  argue  that 
the  demand  for  health  facilities  will  increase  over 
the  decade  due  to  the  aging  population;  therefore, 
hospital  capital  expenditure  levels  must  increase 
in  order  to  maintain  capacity. 

Others  state,  however,  that  present  capital 
spending  levels  are  adequate  or  excessive.  They 
argue  that  the  hospital  industry  currently  faces 
excess  capacity  and  that  increased  aggregate  cap- 
ital expenditures  would  exceed  demand.  Also, 
they  argue  that  projected  declines  in  hospital  use 
would  reduce  the  need  for  new  construction  and 
renovation,  thus  reducing  capital  expenditures  sig- 
nificantly. Finally,  they  point  out  that  increased 
levels  will  be  expensive  since  capital  expenditures 
generally  result  in  increased  operating  costs. 

In  most  industries,  capital  expenditures  reduce 
labor  and  other  operating  costs.  In  the  hospital 
industry,  however,  rapidly  changing  technology 
is  reflected  in  capital  acquisition  and  the  product 
is  not  held  constant.  Therefore,  direct  substitu- 
tion of  capital  for  operating  costs  is  seldom  ob- 


served. While  substitution  may  exist  to  some  ex- 
tent (e.g.,  replacement  of  manual  labor  with 
automated  equipment  in  the  laboratory),  it  is 
more  often  associated  with  a  change  in  the  hos- 
pital product. 

A  study  conducted  by  Arthur  D.  Little,  Inc.  for 
the  Office  of  the  Assistant  Secretary  for  Health, 
DHHS  (April  1982)  concluded  that,  on  average, 
every  dollar  invested  in  capital  projects  resulted 
in  an  additional  22  to  30  cents  in  operating  ex- 
pense in  the  following  year.  This  study  was  con- 
ducted using  selected  tracer  technologies  and  pro- 
vides a  general,  although  not  exact,  impression 
of  the  relationship  between  operating  and  capi- 
tal costs.  The  operating  cost  consequences  of  cap- 
ital expenditures  vary  based  on  the  type  of  hos- 
pital; recognition  of  efficiencies  in  equipment 
staffing  and  use;  the  nature  of  the  expenditure  and 
the  age  of  the  capital  asset. 

In  a  study  of  hospital  capital  requirements  con- 
ducted by  ASPE,  estimates  for  the  1980s  ranged 
from  $49  billion  to  $231  billion.  Estimates  were 
derived  based  on  differing  sets  of  assumptions  re- 
garding demand  for  hospital  services,  changes  in 
population  and  HMO  enrollment,  renovation 
standards,  construction  costs,  occupancy  rates, 
inflation  rates,  and  new  technology.  The  wide 
variation  in  capital  expenditure  estimates  reflects 
the  problems  and  imprecision  in  predicting  de- 
mand and  in  estimating  an  absolute  level  of  pay- 
ment required  to  support  a  given  level  of  capital 
expenditures. 

Toward  a  New  Capital  Policy  Under 
PPS:  Criteria,  Issues,  and  Options 

Under  the  existing  cost-based  system  for  capi- 
tal payments,  hospitals  are  not  awarded  for  cost- 
effective  investment  decision  making.  Instead,  the 
system  promotes  insensitivity  to  interest  rates  and 
alternative  financing  methods.  Individual  hospi- 
tals are  currently  reimbursed  for  capital  expan- 
sion projects  that  may  exceed  the  needs  of  the 
Medicare  population  served.  In  some  instances, 
this  has  resulted  in  excess  capacity. 

In  addition,  since  Medicare  reimburses  hospi- 
tals on  the  basis  of  Medicare  utilization  as  a  por- 
tion of  total  hospital  utilization,  the  program  may 
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be  paying  for  costs  related  to  unoccupied  beds. 
This  cost,  however,  varies  significantly,  as  dem- 
onstrated in  Table  A-23. 

Finally,  the  current  capital  payment  method 
provides  incentives  for  hospitals  to  substitute  cap- 
ital for  labor  or  other  operating  costs  by  provid- 
ing the  DRG  operating  payment  plus  the  capital 
cost  pass-through.  As  a  result,  the  hospital  that 
can  find  ways  to  decrease  operating  costs  by  sub- 
stituting capital  may  increase  its  total  Medicare 
payments. 

Capital  Payment  Evaluation  Criteria 

In  order  to  systematically  evaluate  capital  pay- 
ment options,  the  Commission  adopted  the  cri- 
teria listed  below.  The  capital  payment  evalua- 
tion criteria  that  were  regarded  as  most  important 
include: 

1.  Provide  Neutrality  Regarding  Capital/ Oper- 
ating Cost  Trade-offs — The  system  adopted 
should  not  favor  either  capital  or  operating  costs. 
Instead,  it  should  encourage  hospitals  to  choose 
the  optimal  combinations  of  these  components  in 
order  to  achieve  long-term  cost  effectiveness  of 
care.  Provided  with  incentives  consistent  with 
PPS,  individual  providers  are  in  the  best  position 
to  determine  the  most  efficient  capital/operating 
cost  mix  based  on  the  unique  characteristics  of 
their  institutions. 

2.  Reflect  Capital  Intensity  Variations  Across 
DRGs — Capital  payments  should  vary  by  DRG 
based  on  the  relative  capital  intensity  of  the 
DRGs.  While  aggregate  capital  payments  will  re- 
main the  same,  the  distribution  of  payments 
should  be  determined,  in  part,  by  the  hospital's 
case  mix.  This  will  ensure  that  hospitals  are  not 
given  the  incentive  to  shift  services  to  less  capital- 
intensive  DRGs  which  might  reduce  access  to  cer- 
tain services  for  Medicare  beneficiaries. 

3.  Control  Aggregate  Expenditures  and  the 
Level  of  Capital  Growth — The  system  should  en- 
able Medicare  to  predict  and  control  aggregate 
payments  per  case  in  the  future.  The  payment 
mechanism  should  discourage  spending  that  leads 
to  excess  capacity  or  that  subsidizes  more  than 
Medicare's  share.  Instead,  it  should  provide  fund- 
ing of  capital/operating  cost  levels  that  are  con- 
sistent with  long-term  cost-effectiveness.  In  the 
absence  of  overwhelming  evidence  to  the  con- 


trary, long-term  cost-effectiveness  will  be  inter- 
preted as  the  payment  amount  which  is  no  greater 
than  that  which  would  have  been  spent  had  cap- 
ital not  been  incorporated  into  the  Medicare  pro- 
spective payment  system. 

Other  criteria  discussed  and  adopted  by  the 
Commission  include: 

4.  Recognize  Capital  Cost  Variations  that  are 
Beyond  the  Hospital's  Control — The  system 
should  not  unduly  penalize  hospitals  for  factors 
having  an  adverse  impact  on  payments  that  are 
beyond  their  control.  These  factors  include  "non- 
discretionary"  capital  expenditures  such  as  those 
necessary  to  meet  state  and  federal  regulatory  re- 
quirements. 

5.  Promote  Administrative  Simplicity  and  Pre- 
dictability— The  capital  payment  mechanism 
should  be  easy  to  understand  and  should  reduce 
the  administrative  burden  and  associated  cost  of 
reporting  and  maintaining  records.  Furthermore, 
the  method  adopted  should  provide  predictabil- 
ity of  capital  payments  both  for  hospitals  and  for 
the  Medicare  program. 

6.  Implement  as  Quickly  as  Possible — The  cap- 
ital payment  mechanism  should  be  implemented 
as  soon  as  possible.  The  prospective  payment  sys- 
tem's distorted  incentives,  due  to  the  continued 
capital  pass-through,  need  to  be  resolved  quickly. 
Expeditious  implementation,  however,  should  not 
prevent  the  adoption  of  the  most  effective  capi- 
tal payment  proposal.  Therefore,  an  interim  ap- 
proach to  capital  payments  may  be  required. 

7.  Support  the  Development  and  Diffusion  of 
New,  Cost-Effective,  Capital-Intensive  Technol- 
ogies— The  payment  mechanism  should  enable 
manufacturers  and  hospital  managers  to  make 
appropriate  decisions  regarding  the  development 
and  adoption  of  cost-effective,  capital-intensive 
technologies. 

Commission's  Analysis  of  Hospital 
Capital  Issues 

Determining  capital  payment  policy  under  the 
Medicare  program  requires  analysis  of  several  is- 
sues including: 

•  the  aggregate  amount  or  level  of  capital  ex- 
penditures to  be  financed  by  Medicare, 
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•  the  method  for  achieving  recognition  of  hos- 
pital variations  in  capital  payments,  and 

•  the  duration  and  method  of  transition  from 
the  present  cost-based  system  to  the  new  cap- 
ital payment  system. 

The  wide  range  of  estimates  for  capital  expend- 
itures in  the  1980s  highlights  the  difficulty  in  de- 
termining the  absolute  level  that  the  Medicare  pro- 
gram should  attempt  to  finance.  Capital  payment 
amounts  could  be  determined  on  the  basis  of  past 
or  current  reimbursement  levels,  or  varying  esti- 
mates for  future  requirements.  Focusing  on  future 
capital  requirements,  however,  may  not  be  effec- 
tive in  establishing  payment  levels  since  the  esti- 
mates are  subject  to  a  wide  range  of  error,  depend- 
ing on  the  assumptions  used. 

Related  to  the  aggregate  amount  of  capital  fi- 
nanced is  the  method  for  distributing  capital  pay- 
ments to  hospitals.  The  extent  to  which  payment 
amounts  reflect  differences  in  capital  requirements 
among  hospitals  will  affect  the  distributional  con- 
sequences of  the  approach. 

The  transition  to  a  new  capital  payment  sys- 
tem will  have  significant  effect  on  many  hospi- 
tals. The  transition  should  enable  hospitals  to  ab- 
sorb the  financial  impact  of  moving  to  new  capital 
payment  policy.  In  addition,  however,  the  tran- 
sition should  reflect  PPS  objectives  by  establish- 
ing uniform  capital  payments  for  hospitals.  There- 
fore, maintaining  a  balance  between  providing 
equitable  capital  payments  and  promoting  PPS 
incentives  is  essential  in  determining  the  method 
of  transition. 

Level  of  Payment. — Determining  the  level  of 
payment  involves  selecting  the  amount  (the  fed- 
eral portion)  that  Medicare  will  pay  in  the  aggre- 
gate for  capital-related  costs  under  a  new  payment 
mechanism.  While  future  policy  decisions  may 
also  affect  this  amount,  the  level  sets  the  initial 
baseline  for  payments.  The  fundamental  debate 
over  the  level  of  payment  focuses  on  whether  fu- 
ture payments  should  be  more,  less,  or  the  same 
amount  as  current  hospital  capital  expenditures. 

There  are  several  options  for  setting  the  level 
of  capital  payments  for  hospitals  that  focus  on: 

•  the  base  year  used  to  set  payments,  and 


•  the  method  used  to  trend  base  year  amounts 
to  fiscal  year  1987. 

In  addition,  separate  baselines  and  trend  meth- 
ods could  be  implemented  for  fixed  and  movea- 
ble equipment.  While  this  is  not  presented  as  a 
specific  option  below,  these  capital  cost  compo- 
nents could  be  separated  under  any  of  these  ap- 
proaches. 

Base  Year  Alternative  One:  Set  Payments  at  a 
Pre-PPS  Level — Capital  payments  could  be  set  at 
a  level  corresponding  to  costs  existing  prior  to  the 
introduction  of  PPS.  Some  individuals  believe  that 
this  approach  is  preferable  since  hospitals  faced 
neutrality  in  capital /operating  cost  trade-offs  un- 
der cost-based  reimbursement.  In  addition,  the 
hospital  industry  currently  faces  excess  capacity 
due  to  declines  in  inpatient  utilization. 

Setting  payments  at  a  pre-PPS  level  would  be 
easy  to  administer,  would  provide  predictability 
of  payments,  and  could  be  implemented  quickly. 
This  is  because  the  data  required  to  set  payments 
is  readily  available  from  audited  Medicare  Cost 
Reports.  Both  hospitals  and  health  policy-makers 
would  have  actual  capital  costs  on  which  to  base 
capital  payments  for  fiscal  year  1987  and  beyond. 

Base  Year  Alternative  Two:  Set  Payments  at 
a  More  Current  Level — Capital  payments  could 
be  based  on  more  recent  estimates  of  capital  ex- 
penditure levels  or  on  estimated  average  capital 
costs  for  a  recent  period  of  time  (two  to  three 
years) .  These  current  levels  may  reflect  more  ac- 
curately the  true  capital  requirements  of  the  hos- 
pital industry.  As  indicated  previously,  estimates 
show  that  capital/operating  cost  ratios  have  in- 
creased since  the  introduction  of  PPS.  Some  be- 
lieve that  the  industry  is  at  a  point  of  expansion 
in  its  capital  cycle  and  that  many  obligations  made 
in  the  early  1980s  were  just  recently  reflected  in 
expenditure  data.  Furthermore,  recent  increases 
in  total  capital  spending  may  reflect  outpatient- 
related  capital  expansion. 

The  approach  of  setting  payments  at  more  cur- 
rent levels  could  be  easy  to  administer,  be  imple- 
mented quickly,  and  provides  predictability  of 
payments.  Although  data  are  not  available  for  the 
actual  current  capital  cost  levels,  the  necessary 
amounts  could  be  estimated. 
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Base  Year  Alternative  Three:  Set  Payments  at 
a  "Capital  Requirements"  Level — Rather  than  base 
the  capital  level  on  actual  past  or  present  values, 
it  is  possible  to  base  payments  on  estimates  of  cap- 
ital requirements.  There  is  little  agreement,  how- 
ever, on  how  such  estimates  should  be  arrived  at. 

Attempting  to  set  capital  payments  based  on 
estimated  requirements  may  introduce  adminis- 
trative complexity.  Depending  upon  the  assump- 
tions used,  the  method  of  estimating  the  appro- 
priate capital  requirements  level  may  be  resource- 
intensive  to  maintain  and  expensive  to  adminis- 
ter. Also,  it  would  be  difficult  to  implement  this 
approach  quickly  since  the  method(s)  used  to  de- 
rive capital  requirements  estimates  may  be  sub- 
ject to  extensive  debate  and  disagreement. 

Trend  Alternative  One:  Apply  the  Base  Year 
Average  Capital /Operating  Cost  Ratio  to  Esti- 
mated Inpatient  Operating  Costs  for  Fiscal  Year 
1987 — The  capital /operating  cost  ratio  existing  in 
the  base  year  could  be  applied  to  estimated  Medi- 
care inpatient  operating  expenditures  for  fiscal 
year  1987  to  determine  aggregate  capital  pay- 
ments. This  trend  method  perpetuates  the  rela- 
tionship between  capital  and  operating  costs  that 
existed  during  the  base  year.  It  also  provides  for 
increased  capital  payments  beyond  general  infla- 
tionary trends,  thus  reflecting  the  industry's  cap- 
ital needs  more  accurately  than  alternative 
methods. 

Trend  Alternative  Two:  Trend  Forward  the 
Base-Year  Aggregate  Medicare  Inpatient  Capital 
Expenditures  to  the  Present  Using  a  Capital  Mar- 
ket Basket  Index — Aggregate  Medicare  inpatient 
capital  expenditures  in  the  base  year  could  be 
trended  forward  to  fiscal  year  1987  using  a  capi- 
tal market  basket  index  to  determine  aggregate 
capital  payments.  This  approach  pays  only  for 
capital  expenditure  increases  equal  to  the  esti- 
mated rate  of  growth  in  the  input  costs  of  capital 
faced  by  hospitals.  Finally,  this  approach  does  not 
penalize  hospitals  for  declining  inpatient  volume. 

Trend  Alternative  Three:  Trend  Forward  the 
Base  Year  Capital  Cost  Per  Case  Using  a  Capital 
Market  Basket  Index — The  base  year  capital  cost 
per  case  could  be  trended  forward  using  a  capi- 
tal market  basket  index  and  multiplied  by  esti- 
mated inpatient  volume  for  fiscal  year  1987.  This 


amount  could  then  be  used  as  the  basis  for  deter- 
mining aggregate  payment  amounts  for  capital. 
Under  this  approach  capital  payments  are  reduced 
to  reflect  declining  inpatient  volume  and  payment 
per  case  is  consistent. 

Table  A-25  provides  information  regarding  the 
magnitude  of  difference  in  Medicare  inpatient  cap- 
ital payments  for  the  level  and  trend  options  pre- 
sented above.  Cumulative  capital  payments,  sav- 
ings and  percent  reduction  from  current  law  esti- 
mates for  the  period  1987-91  are  presented. 

Table  amounts  were  derived  using  HCFA  ac- 
tuaries' estimates  for  Medicare  inpatient  operat- 
ing and  capital  payments  and  case  volume  for  the 
period  1983-91.  The  actuaries'  estimates  may  over- 
state Medicare  capital  payments  under  all  scen- 
arios, however,  since  they  do  not  attribute  a  por- 
tion of  increased  capital  spending  to  expansion 
of  outpatient  services.  The  table  shows  significant 
differences  in  capital  payments,  and  savings  from 
current  law  projections,  depending  on  the  base 
year  and  trend  option  selected.  (Refer  to  Table 
A-25  for  limitations  of  estimates.) 


Table  A-25.— Cumulative  Capital  Payments  And 
Reductions  From  Current  Law,  Under  Various 
Capital  Level  Options— FY87  Through  FY91a 


Base  Year  Trend  1       Trend  2       Trend  3 


Cumulative  Payments3  (In  Billions): 

1987                                29.3  29.3  29.3 

1985                                25.6  22.2  23.8 

1983-85                             23.6  20.6  19.8 

1983                                22.0  18.6  16.9 

Cumulative  Savings3  (In  Billions): 

1987   -7.1  -7.1  -7.1 

1985   -10.8  -14.2  -12.6 

1983-85    -12.8  -15.8  -16.3 

1983   -14.4  -17.8  -19.5 

Cumulative  Reduction3: 

1987   -19.6%  -19.6%  -19.6% 

1985   -29.6  -39.1  -34.7 

1983-85    -35.1  -43.4  -45.5 

1983   -39.5  -48.8  -53.6 


aEstimates  are  for  comparison  purposes  only— savings  are  estimated  as  if  capi- 
tal were  paid  entirely  as  an  add-on  to  the  federal  portion  of  the  payments  for 
each  of  the  five  years,  i.e.,  there  is  no  transition.  The  estimates  assume  that 
PPS  capital  payments  are  trended  forward  by  the  capital  market  basket,  which 
the  HCFA  actuaries  currently  assume  will  not  change  from  1987  to  1991.  If  any 
increase  in  PPS  capital  payments  were  assumed,  savings  would  be  smaller. 

In  addition  to  the  level  at  which  capital  is  added  to  the  standardized  amounts, 
payments  and  savings  from  a  capital  add-on  would  depend  on  a  number  of  fac- 
tors including:  1)  the  manner  in  which  capital  would  be  paid  for  on  a  hospital- 
specific  basis,  2)  the  blend  of  hospital-specific  and  federal  capital  payments, 
3)  the  manner  in  which  the  shift  to  prospective  payment  for  capital  was  phased-in 
during  the  federal  fiscal  year,  4)  the  method  of  updating  the  capital  portion  of 
PPS  payments,  and  5)  treatment  of  return  on  equity  and  interest  offsets. 

SOURCE:  ProPAC  estimates  based  on  data  from  HCFA,  Office  of  the  Actuary. 
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•  Trend  1  was  calculated  by  applying  capital/ 
operating  cost  ratio  estimates  for  the  base 
year  (e.g.,  1983,  1983-85,  1985,  or  1987)  to 
the  actuaries'  estimates  for  Medicare  inpatient 
operating  costs  in  1987  and  then  trending  this 
amount  forward  during  the  period  1987-91. 
For  example,  by  selecting:  a)  1985  as  the  base 
year  and  b)  trend  option  1,  aggregate  Medi- 
care inpatient  capital  payments  for  the  period 
1987-91  would  be  $25.6  billion.  Estimated 
savings  from  current  law  capital  projections 
for  this  period  would  be  $10.8  billion,  or  29.6 
percent. 

•  Trend  2  was  calculated  by  taking  the  actu- 
aries' estimate  of  aggregate  Medicare  inpa- 
tient capital  expenditures  in  the  base  year  and 
trending  this  amount  forward  to  1987  using 
the  capital  component  of  the  HCFA  market 
basket  index.  This  aggregate  amount  was 
then  trended  forward  for  the  period  1987- 
1991.  For  example,  by  selecting:  a)  1983-85 
as  the  base  year,  and  b)  trend  option  2,  ag- 
gregate Medicare  inpatient  capital  payments 
for  the  period  1987-91  would  be  $20.6  bil- 
lion. Estimated  savings  from  1987  current  law 
projections  for  this  period  would  be  $15.8  bil- 
lion or  43.4  percent. 

•  Trend  3  was  calculated  by  determining  the 
actuaries'  Medicare  capital  payment  per  case 
in  the  base  year  and  trending  this  amount  for- 
ward to  1987  using  the  capital  component  of 
the  HCFA  market  basket  index.  This  trended 
per  case  capital  payment  amount  was  then 
multiplied  by  projected  case  volume  for  1987 
in  order  to  determine  aggregate  Medicare 
capital  payments.  Per  case  amounts  were 
then  trended  forward  for  the  period  1987-91. 
For  example,  by  selecting:  a)  1983-1985  as  the 
base  year,  and  b)  trend  option  3,  aggregate 
Medicare  inpatient  capital  payments  for  the 
period  1987-91  would  be  $19.8  billion.  Esti- 
mated savings  from  1987  current  law  projec- 
tions for  this  period  would  be  $  16.3  billion 
or  45.5  percent. 

Hospital  aggregate  and  per  case  capital  pay- 
ments differ  between  trend  option  2  and  3.  This 
is  because  trend  option  2  increases  Medicare  cap- 
ital payments  in  the  base  year  by  the  market  bas- 
ket index  and  by  dividing  the  aggregate  amount 


by  projected  cases  in  fiscal  year  1987  and  beyond. 
Trend  option  3  increases  the  capital  payment  per 
case  existing  in  the  base  year  by  the  capital  mar- 
ket basket  index  only.  Under  trend  option  2,  hos- 
pitals are  not  penalized  due  to  declines  in  case  vol- 
ume occurring  since  the  base  year.  Furthermore, 
trend  option  2  assumes  that  hospital  capital  costs 
are  more  fixed  than  operating  costs  and,  there- 
fore, do  not  decrease  or  increase  as  volume  fluc- 
tuates in  the  short  term. 

Commission's  Recommendation  for  the  Level 
of  Capita]  Payments  (Recommendation  7) — Cap- 
ital payments  should  be  set  at  the  following  levels: 

•  For  building  and  fixed  equipment,  projected 
average  Medicare  actual  capital  costs  per  dis- 
charge for  fiscal  year  1985,  trended  forward. 

•  For  moveable  equipment,  average  actual 
Medicare  capital  costs  per  discharge  in  1983, 
trended  forward. 

Method  of  Payment. — In  addition  to  determin- 
ing the  base  level  of  payment  for  capital,  a  deci- 
sion must  be  made  regarding  how  to  distribute 
capital  payments  to  hospitals.  There  is  a  wide 
range  of  capital  payment  methods  that  focus  on 
a  financial  or  regulatory  approach,  or  a  combi- 
nation of  the  two.  Generally,  the  methods  can  be 
viewed  as:  a)  not  distinguishing  between  capital 
and  operating  costs  (an  all-inclusive  rate),  or  b) 
providing  special  treatment  of  capital,  or  various 
capital  components.  In  determining  a  capital  pay- 
ment method,  the  goal  should  be  to  apply  pay- 
ments in  a  manner  that  reflects  genuine  capital 
cost  variations. 

Within  the  all-inclusive  rate  method,  there  are 
several  options  including  a  fixed  percentage  or  flat 
dollar  amount  add-on,  a  DRG-specific  add-on, 
or  a  "total  revenue"  approach.  In  providing  spe- 
cial treatment  of  capital  components,  the  payment 
mechanism  could  distinguish  between  fixed  and 
moveable  equipment.  All  of  these  approaches  are 
discussed  below. 

Alternative  One:  All-inclusive  Rate/Fixed  Per- 
centage or  Flat  Dollar  Amount  Add-on — Under 
this  option,  hospitals  would  receive  a  single  pay- 
ment for  the  operating  and  capital-related  costs 
of  treating  a  Medicare  patient.  A  uniform  percent- 
age or  dollar  amount  could  be  added  to  the  total 
standardized  amounts,  or  some  component  of  the 
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standardized  amount.  The  all-inclusive  standard- 
ized amount  would  then  be  multiplied  by  the  DRG 
weight  to  arrive  at  a  single  payment  per  DRG  that 
reflects  both  the  operating  and  capital  cost  com- 
ponents. 

This  approach  provides  neutrality  in  capital/ 
operating  cost  trade-offs.  The  total  Medicare  pay- 
ment for  a  given  DRG  will  remain  the  same  re- 
gardless of  the  hospital's  capital/operating  cost 
mix  for  that  DRG.  The  fixed  percentage  add-on 
promotes  reduction  of  total  DRG  costs  while  pro- 
viding hospital  management  flexibility  to  maxi- 
mize efficiency  gains.  Also,  it  encourages  extended 
use  of  physical  assets  and  prudent  purchasing  be- 
havior. It  reflects  DRG  capital  intensity,  to  the 
extent  that  the  DRG  weights  correspond  to  their 
capital  intensity.  (Some  believe  that  existing 
charge  weights  reflect  accurately  the  relative  cap- 
ital intensity  variations  across  DRGs.  They  cite 
that  hospitals'  billed  charges  include  operating  as 
well  as  capital  expenses.) 

This  method  would  be  easy  to  understand  and 
administer  and  would  provide  predictability  of 
payments.  Aggregate  capital  payments  would  be 
subject  only  to  fluctuations  in  volume  and  mix 
of  patients.  Since  it  is  administratively  simple  and 
does  not  require  significant  data  development,  this 
approach  could  be  implemented  quickly. 

The  percentage  add-on  could  be  determined  in 
the  following  ways: 

1.  By  computing  the  capital  percentage  add-on 
based  on  the  nonlabor  portion  of  the  stand- 
ardized amount — the  capital  payment  por- 
tion would  not  be  affected  by  differences  in 
area  wages  and  teaching  status.  Total  pay- 
ments (including  operating  and  capital  cost 
components)  would  be  greater  for  hospitals 
with  higher  case-mix  indexes. 

2.  By  computing  the  capital  percentage  add-on 
based  on  the  adjusted  labor  portion  of  the 
standardized  base — the  area  wage  adjust- 
ment may  serve  as  a  proxy  for  different  geo- 
graphical variations  in  capital  costs  (such  as 
construction  costs).  Capital  payment  amounts 
would  not  be  affected  by  teaching  status,  but 
would  be  greater  for  hospitals  with  higher 
case-mix  indexes. 


3.  By  computing  the  capital  percentage  on  the 
entire  adjusted  standardized  amount  (includ- 
ing teaching  adjustments) — greater  capital 
payment  amounts  will  go  to  hospitals  with 
higher  area  wages  and  teaching  status.  Pay- 
ments would  also  be  greater  for  hospitals 
with  higher  case-mix  indexes. 

Table  A-26  shows  examples  of  payments  to  two 
hospitals,  one  a  teaching  hospital  in  San  Fran- 
cisco, CA  and  the  second  a  non-teaching  commu- 
nity hospital  in  Terre  Haute,  IN.  The  example  as- 
sumes a  capital  add-on  of  7.0  percent  of  total 
operating  costs.  For  each  hospital,  the  capital 
component  and  the  total  all-inclusive  payment  are 
calculated  for  DRG  397,  Coagulation  Disorders, 
based  on  the  ways  described  above.  The  exam- 
ple assumes  100  percent  national  urban  rates. 

The  differences  in  how  the  total  payment  "pie" 
is  divided  between  the  two  hospitals  over  the  three 
methods  are  substantial.  In  the  example  for  DRG 
397,  the  first  payment  method  would  pay  each 
hospital  its  adjusted  standardized  amount,  plus 
a  capital  portion  which  is  uniform  among  hospi- 
tals. The  second  payment  method  would  increase 
Hospital  A's  capital  portion  by  31.6  percent  and 
its  total  payment  by  1.5  percent,  while  reducing 
Hospital  B's  capital  portion  and  total  payment  by 
31.6  percent  and  3.2  percent,  respectively.  The 
third  payment  method  further  increases  Hospi- 
tal A's  capital  portion,  by  37.1  percent  over  the 
first  method,  and  increases  the  total  payment  by 
1.8  percent.  Hospital  B's  capital  payment  is  re- 
duced 37.1  percent  and  the  total  payment  is  re- 
duced 3.7  percent. 

Alternative  Two:  All-inclusive  Rate/DRG-Spe- 
cific  Add-on — Under  this  approach,  an  estimate 
of  the  capital  cost  component  would  be  calculated 
for  each  DRG,  based  on  its  capital  intensity.  This 
estimate  would  then  be  added  to  the  DRG  oper- 
ating payment  in  the  form  of  a  varying  flat  dol- 
lar or  percentage  add-on. 

The  DRG-specific  add-on  is  similar  to  the  fixed 
percentage  add-on  approach  in  that  it  provides 
neutrality  in  capital/operating  cost  trade-offs, 
provides  incentives  consistent  with  PPS,  and  con- 
trols Medicare  capital  growth.  The  DRG-specific 
add-on  approach  also  recognizes  variations  in 
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Table  A-26.— Alternatives  For  Calculating  The  Percentage  Add-On  To  The 
Standardized  Amounts— An  Illustration8 


Hospital  A 

Location:  San  Francisco,  CA 
Wage  Area  Index:  1.6376 
Teaching:  0.25  interns  and 
residents/bed 


Hospital  B 
Location:  Terre  Haute,  IN 
Wage  Area  Index:  0.8506 
Non-Teaching 


Hospital  Payments  For  DRG  397:  Coagulation  Disorders  (1986  Weight:  0.9956)b 


Payment  1c 


Payment  2C 


Payment  3e 


Capital 

Total 

Capital 

Total 

Capital 

Total 

Portion 

Payment 

Portion 

Payment 

Portion 

Payment 

Hospital  A  

292.83 

6,029.95 

385.45 

6,122.57 

401  60 

6,138.72 

Hospital  B  

....  292.83 

2,922.20 

200.21 

2,829.58 

184.06 

2,813.43 

Totals  

....  585.66 

8,952.15 

585.66 

8,952.15 

585.66 

8,952.15 

Explicitly  for  purposes  of  illustration,  a  universe  of  two  hospitals  has  been  created,  with  operating  costs  totalling  $8,366.49. 

The  capital  add-on  is  7%  of  total  operating  costs,  or  $585.66.  Therefore,  the  fixed  total  amount  of  payments  is  $8,952.15. 

This  table  shows  three  methods  of  distribution  of  those  dollars,  depending  on  how  the  add-on  method  is  computed.  In  all 

cases,  more  capital  dollars  will  go  to  the  hospitals  with  the  higher  case-mix  indexes. 
Estimated  payments  under  100%  national  urban  rates. 

cCapital  portion  is  a  fixed  percentage  applied  to  the  non-labor  portion  of  the  standardized  amount.  The  amount  is  not  affected 
by  wage  or  teaching  adjustments. 

dCapital  portion  is  a  fixed  percentage  applied  to  the  labor  portion  of  the  standardized  amount.  The  area  wage  adjustment  af- 
fects the  amount,  teaching  status  does  not. 

eCapital  portion  is  a  fixed  percentage  applied  to  the  total  adjusted  standardized  amount.  The  amount  is  affected  by  both  area 
wage  index  and  teaching  status. 


capital  intensity  among  DRGs.  By  doing  so,  this 
approach  may  provide  incentives  for  the  devel- 
opment and  adoption  of  new  technologies  to  the 
extent  that  aggregate  capital  dollars  may  be  shifted 
in  accordance  with  the  increase  in  DRG  capital 
intensity. 

This  approach  would  be  administratively  com- 
plex to  implement,  however.  Specifically,  the  data 
used  to  create  PPS  rates  do  not  identify  capital 
costs  by  individual  case  or  DRG.  Therefore,  de- 
termining capital  intensity  by  DRG  would  require 
significant  data  collection  efforts,  thereby  reduc- 
ing the  feasibility  of  fast  implementation.  Further- 
more, capital  intensity  for  individual  DRGs  may 
vary  significantly  by  hospital,  depending  on  the 
specific  technologies  adopted  to  treat  patients. 

Alternative  Three:  All-inclusive  Rate/Recalcu- 
late PPS  Rates  to  Include  Capital — Under  this  ap- 
proach, the  components  of  PPS  payments  would 
be  recomputed  to  reflect  the  addition  of  capital 
into  PPS.  The  addition  of  capital  to  PPS  payments 
will  result  in  new  standardized  amounts,  and  new 
proportions  for  labor  and  nonlabor  components. 
Likewise,  it  may  also  require  changes  in  the  indi- 


rect teaching  adjustment  or  other  adjustments  in 
effect  (such  as  the  disproportionate  share  ad- 
justment). 

By  unifying  the  PPS  rate  structure,  this  ap- 
proach provides  neutrality  with  respect  to  oper- 
ating versus  capital  cost  decisions.  Furthermore, 
it  complements  PPS  operating  cost  incentives,  and 
encourages  decisions  that  are  sensitive  to  market 
conditions. 

Alternative  Four:  Special  Capital  Component 
Treatment /Distinguish  Between  Fixed  and  Move- 
able Equipment — Under  the  fixed/moveable 
equipment  approach,  moveable  equipment  costs 
would  be  incorporated  in  the  DRG  payments 
using  a  fixed  percentage  or  flat  dollar  amount  add- 
on to  the  standardized  amounts.  Building  and 
fixed  equipment  costs  would  be  paid  on  a  hospital- 
specific  basis  during  the  transition  period.14 


14In  discussing  this  approach,  "moveable  equipment"  refers  to  ma- 
jor moveable  equipment.  It  reflects  capital  that  is  purchased  and 
turned  over  relatively  frequently  and  may  often  be  interchanged 
with  labor  or  other  operating  costs.  "Fixed  equipment,"  includes 
land,  buildings,  fixed  equipment  and  betterments  and  improvements. 
It  cannot  be  readily  relocated  or  converted  to  other  uses. 
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The  fixed /moveable  equipment  approach  pro- 
vides some  neutrality  in  capital /operating  cost 
trade-offs.  Moveable  equipment  may  be  subject 
to  capital /operating  cost  substitution.  Since  this 
component  would  be  part  of  an  all-inclusive  DRG 
payment,  there  should  be  no  differentiation  be- 
tween equipment  and  operating  costs  in  the  DRG 
payment.  Hospitals  that  have  recently  completed 
major  renovation  projects  and  have  high  fixed 
capital  costs  may  experience  reduced  financial 
stress  since  these  costs  would  continue  as  a  pass- 
through. 

It  may  be  difficult  to  monitor  the  classification 
of  assets  for  these  two  categories  since  current 
Medicare  guidelines  for  equipment  classification 
are  subject  to  interpretation.  The  fixed/movea- 
ble  approach  could  be  implemented  quickly, 
however. 

Commission's  Recommendation  for  the  Method 
of  Capital  Payment  (Recommendations  5  and  6) — 
All-inclusive  prospective  prices  combining  oper- 
ating and  capital  cost  components  should  be  im- 
plemented in  a  single  prospective  payment  per 
case  for  hospitals.  The  federal  portion  of  capital 
payments  should  be  computed  as  a  fixed  percent- 
age add-on  to  the  standardized  amounts.  When 
appropriate  data  become  available,  the  compo- 
nents of  PPS  payments  should  be  recomputed  to 
reflect  the  addition  of  capital  costs. 

Transition  to  the  Capital  Payment  System. — 
Due  to  the  long-term  nature  of  capital  expendi- 
tures, the  transition  period  may  significantly  af- 
fect many  hospitals.  The  development  of  a  capi- 
tal payment  transition  plan  must  address  three 
components:  1)  the  duration  of  the  transition 
period;  2)  the  blend,  or  the  amount  of  hospital 
specific  and  national  amounts  reflected  in  pay- 
ments during  each  year  of  the  transition;  and  3) 
the  basis  for  computing  hospital-specific  costs  dur- 
ing the  transition.  The  goal  of  the  transition  period 
is  to  progress  as  quickly  as  possible  to  a  federal 
payment  for  capital  without  creating  undue  hard 
ship  for  a  hospital  because  of  current  obligations 
or  its  current  position  in  the  capital  investment 
cycle  (e.g.,  investment  in  very  recent  major 
projects). 

Duration  of  the  Transition  Period — A  short 
transition  period  would  bring  Medicare  capital  ex- 


penditure growth  under  control  quickly,  provided 
that  the  method  of  payment  supports  this.  This 
approach,  however,  may  have  severe  financial  im- 
pact on  hospitals.  A  short  transition  period  could 
leave  some  hospitals  unable  to  respond  to  and  ab- 
sorb the  changes  in  payment.  For  example,  with 
a  sudden  transition  to  an  all-inclusive  payment, 
hospitals  having  recently  completed  major  con- 
struction may  find  themselves  at  a  financial  dis- 
advantage. 

A  short  transition  period  could  also  provide  ad- 
ministrative simplicity  and  predictability  of  pay- 
ments. By  moving  quickly  to  a  new  capital  pay- 
ment system,  fewer  resources  are  required  to 
monitor  the  phase-in  and  the  transition  may  be 
less  confusing.  Moreover,  since  control  over  cap- 
ital growth  may  be  realized  sooner,  a  short  tran- 
sition would  provide  greater  predictability  of  pay- 
ments. Finally,  a  short  transition  would  provide 
more  in  Medicare  payments  sooner  for  low  capi- 
tal cost  hospitals. 

A  lengthy  transition  period  would  prolong  the 
lack  of  control  over  Medicare  capital  expendi- 
tures. It  would,  however,  provide  hospitals  more 
time  to  respond  to  the  capital  payment  system. 
In  addition,  some  hospitals  have  just  started  to 
realize  the  cost  of  some  major  capital  projects  that 
were  obligated  prior  to  the  introduction  of  PPS. 

A  lengthy  transition  may  be  administratively 
complex,  depending  on  the  specific  characteris- 
tics of  the  transition.  Also,  since  this  option  would 
prolong  reduced  control  over  capital  expenditures, 
it  would  reduce  the  predictability  of  payments  for 
the  short-term. 

The  capital  payment  transition  plan  could  treat 
fixed  and  moveable  equipment  separately.  For  ex- 
ample, the  plan  could  include  capital-related  costs 
of  moveable  equipment  immediately  and  estab- 
lish a  reasonably  long  transition  period  for  fixed 
plant  and  equipment,  which  are  more  long-term 
costs. 

Blend  Of  Hospital-Specific  And  National  Cap- 
ital Payments — The  transition  method  could 
weight  the  blend  more  heavily  to  hospital-specific 
costs  in  the  early  years  of  transition.  An  exam- 
ple of  this  is  a  payment  of  95  percent  hospital- 
specific  costs  and  5  percent  national  rates  in  year 
1  of  the  transition,  85  percent  hospital-specific  and 
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15  percent  national  rate  in  year  2,  70  percent  hos- 
pital-specific in  year  3,  50  percent  hospital  spe- 
cific in  year  4,  25  percent  hospital-specific  in  year 
5,  and  0  percent  hospital-specific  (100  percent  na- 
tional rate)  in  year  6.  By  favoring  the  hospital- 
specific  capital  payment  in  the  early  years  of  the 
transition,  hospitals  are  given  more  time  to  re- 
spond to  the  impact  of  new  capital  payment 
policy. 

Alternatively,  the  method  could  establish  an 
even  blend  of  hospital-specific  and  national  rates 
over  the  selected  time  period.  An  example  of  this 
is  80  percent  of  hospital-specific  costs  in  year  1 
and  20  percent  national  rate,  with  the  hospital- 
specific  portion  declining  20  percent  every  year 
and  the  national  rate  increasing  20  percent  every 
year,  until  year  5,  which  is  100  percent  national 
rate. 

Computing  Hospital-Specific  Costs  During  the 
Transition — There  are  several  alternatives  for 
computing  hospital-specific  costs.  First,  the  hos- 
pital-specific portion  could  be  set  at  the  level  of 
capital  costs  expensed  during  the  base  year  for  fed- 
eral capital  payments.  Hospital-specific  payments 
would  be  based  on  the  level  of  capital  expendi- 
tures existing  for  each  hospital  in  the  base  year 
and  trended  forward  for  years  following. 

Alternatively,  the  hospital-specific  amount  could 
be  based  on  estimates  of  the  hospital's  current  cap- 
ital expenditures.  The  hospital-specific  portion  of 
payment  would  be  based  on  the  hospital's  actual 
capital  expenditures  for  each  year  of  the  transi- 
tion. In  other  words,  the  hospital  component  of 
capital  payments  during  the  transition  would  rep- 
resent a  pass-through  of  capital  costs. 

Finally,  the  hospital-specific  payments  could  be 
set  at  an  amount  which  is  an  average  of  capital 
costs  for  several  recent  years.  For  example,  the 
hospital-specific  portion  of  payment  could  be  de- 
termined by  averaging  the  estimated  capital  ex- 
penditures for  each  hospital  for  the  period  1984- 
1986  and  trending  this  amount  forward  for  the 
years  following. 

Commission's  Recommendation  for  the  Capi- 
tal Transition  (Recommendation  8) — Transition 
to  federal  capital  payments  under  PPS  should  in- 
clude the  following  provisions: 


•  There  should  be  no  transition  for  moveable 
equipment. 

•  Payments  for  fixed  plant  and  equipment 
should  be  phased  in  over  a  7  to  10  year  period 
on  a  straight  line  basis. 

•  For  plant  and  fixed  equipment,  hospital- 
specific  capital  payment  portions  should  be 
the  actual  costs  incurred  during  each  year  of 
the  transition. 

Commission  Approach  to  Return  on  Equity 
and  Interest  Offsets. — 

Return  on  Equity — Medicare  currently  pays  in- 
vestor-owned hospitals  a  return  on  equity  capi- 
tal. The  purpose  of  this  payment  is  to  provide  a 
return  on  the  owners'  investment.  Current  esti- 
mates of  Medicare  payments  for  return  on  equity 
total  $300  million  and  represent  approximately 
7  percent  of  capital  payments  to  hospitals. 

The  Commission  considered  three  options: 

1.  the  possibility  of  the  amount's  inclusion  in 
the  calculation  of  the  baseline  for  the  Feder- 
al capital  payment  portion; 

2.  the  possibility  of  the  amount's  inclusion  in 
the  hospital-specific  capital  payment  portion 
during  the  transition;  and 

3.  addition  of  the  amount  to  the  hospital-spe- 
cific component  of  operating  payments,  then 
a  phase-out  of  this  amount  under  the  same 
transition  schedule  as  PPS  operating  payments. 

Interest  Offsets — Medicare  requires  that  inter- 
est expense  be  reduced  by  interest  income  earned 
by  the  hospital,  except  interest  earned  on  funded 
depreciation,  restricted  funds,  and  donations.  In- 
terest earned  on  funded  depreciation,  restricted 
funds,  and  donations  is  estimated  to  be  $50  to  $90 
million. 

Here,  too,  the  Commission  considered  three 
options: 

1.  reflection  of  offsets  for  all  interest  earned, 
except  interest  on  funded  depreciation  and 
donations,  in  the  baseline  for  federal  capi- 
tal payments; 

2.  expansion  of  the  interest  offset  policy  to  re- 
duce Medicare  capital  payments  by  all  in- 
terest earned  when  determining  the  baseline 
for  federal  capital  payments  (including  in- 
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terest  earned  on  funded  depreciation  and  do- 
nations); and 
3.  ignoring  of  any  offsets  in  the  baseline  for 
Federal  capital  payments.  (This  option  in- 
creases the  amount  of  the  baseline.) 

Commission's  Recommendation  for  Return  on 
Equity  and  Interest  Offsets  (Recommendation  8) — 
The  addition  of  capital  to  the  Federal  standard- 
ized amounts  should  reflect  base  year  treatment 
of  return  on  equity  and  interest  offsets.  Return 
on  equity  payments  should  be  added  to  the  hos- 
pital-specific portion  of  operating  payments.  Once 
the  transition  to  national  rates  for  operating  pay- 
ments ends,  there  should  be  no  hospital-specific 
payment  for  return  on  equity. 

Commission  Consideration  of  Other  Issues. — 
In  addition  to  its  exploration  of  the  foregoing  cap- 
ital-related issues  the  Commission  reviewed  sev- 
eral others,  but  did  not  make  any  specific  recom- 
mendations related  to  them. 

Replacement  Cost  Depreciation  Versus  Histori- 
cal Cost  Depreciation — Medicare  currently  reim- 
burses hospitals  for  depreciation  expense  based 
on  the  historical  cost  of  assets.  Paying  replace- 
ment cost  depreciation  represents  a  prepayment 
of  the  eventual  cost  of  replacing  the  asset  (which 
increases  over  time  due  to  inflation).  If  replace- 
ment cost  depreciation  were  adopted,  the  base  of 
assets  on  which  to  calculate  the  amount  would 
need  to  be  estimated.  For  example,  replacement 
cost  depreciation  could  be  calculated  based  on 
estimated  needed  assets,  current  asset  levels,  or 
some  other  level.  The  Commission's  capital  rec- 
ommendations do  reflect  payment  of  capital  costs 
on  the  basis  of  historical  cost  calculations. 

Revaluation  of  Assets — For  the  purposes  of  de- 
preciation, the  value  of  an  asset  is  usually  based 
on  its  original  purchase  price.  Prior  to  1984,  Medi- 
care allowed  assets  to  be  revalued  when  sold  and 
the  sales  price  became  the  base  for  asset  depreci- 
ation (as  long  as  it  did  not  exceed  the  replacement 
cost  for  the  asset).  As  a  result  of  the  Deficit  Re- 
duction Act  of  1984,  however,  most  assets  may 
not  be  revalued  upon  acquisition  or  sale.  ProPAC 
discussed  whether  to  reflect  the  policy  of  revalu- 
ation of  assets  acquired  prior  to  1984  in  the  base 
for  capital  payments.  Options  reviewed  were: 


1.  Inclusion  of  depreciation  on  revalued  assets 
acquired  prior  to  1984  in  the  hospital-specific 
portion  of  capital  payments.  During  the 
transition,  depreciation  on  revalued  assets 
for  the  hospital-specific  portion  of  capital 
payments  would  continue  to  be  paid. 

2.  Inclusion  of  depreciation  on  revalued  assets 
acquired  prior  to  1984  in  the  baseline  for  fed- 
eral capital  payments.  When  calculating  the 
federal  capital  payments,  an  amount  which 
represents  depreciation  expense  on  revalued 
assets  would  be  included. 

3.  Exclusion  of  payment  of  depreciation  ex- 
pense that  is  based  on  the  revaluation  of  as- 
sets for  the:  a)  hospital  specific  portion,  or 
b)  the  federal  portion  of  capital  payments. 
For  the  hospital-specific  and/or  federal  por- 
tion of  capital  payments,  the  amount  esti- 
mated to  be  attributable  to  depreciation  on 
revalued  assets  would  be  excluded. 

Old  Versus  New  Capital — Some  individuals  be- 
lieve that  capital  investments  made  before  the  ef- 
fective date  of  a  new  capital  payment  policy  ("old 
capital")  should  be  treated  differently  than  those 
occurring  after  the  policy  was  implemented  ("new 
capital").  The  Commission  reviewed  two  options: 

1.  A  distinction  between  old  and  new  capital 
in  the  payment  mechanism  and  reimburse- 
ment of  these  expenditures  differently.  For 
example,  old  capital  might  continue  to  be  re- 
imbursed on  a  reasonable-cost  basis  for  the 
remainder  of  its  useful  life;  new  capital  might 
be  included  in  the  payment  mechanism  im- 
mediately. 

2.  Inclusion  of  all  capital  expenditures  in  the 
payment  mechanism.  All  capital  expendi- 
tures would  be  reflected  in  the  baseline  for 
payment,  regardless  of  their  acquisition  date. 

Health  Planning — The  Section  1122  regulatory 
program,  authorized  by  the  Social  Security  Act, 
was  introduced  in  1972  to  control  Medicare  cap- 
ital payments.  The  role  of  health  planning  may 
be  directly  influenced  by  the  capital  payment  sys- 
tem adopted.  A  capital  payment  system  that  pro- 
vides incentives  for  cost-effective  decision  mak- 
ing by  hospital  managers  may  eliminate  or  reduce 
the  need  for  federal  health  planning.  The  Com- 
mission considered: 
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1.  Continuation  of  the  Section  1122  program 
for  health  planning  and  regulation  of  capi- 
tal expenditures.  The  1122  review  program 
would  be  maintained  as  a  mechanism  for 
controlling  Medicare  capital  payments. 

2.  Discontinuation  of  the  Section  1122  program 
and,  instead,  reliance  on  the  new  capital  pay- 
ment policy  to  regulate  capital  expenditures. 
Hospital  managers  would  be  relied  upon  to 
influence  the  capital  payment  mechanism  in 


order  to  control  Medicare  capital  expend- 
itures. 

3.  Modification  of  the  focus  of  the  Section  1122 
program  in  order  to  support  the  needs  aris- 
ing as  a  result  of  changes  in  capital  reim- 
bursement policy.  The  1122  review  program 
would  be  continued,  but  with  a  different  fo- 
cus, such  as  other  health  planning  activities, 
data  collection,  research,  and  dissemination 
of  purchaser  information. 
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DISPROPORTIONATE  SHARE  HO 

In  ProPAC's  1985  Report  to  the  Secretary  of 
Health  and  Human  Services,  the  Commission  rec- 
ommended that  the  Secretary  develop  a  defini- 
tion for  disproportionate  share  hospitals  and  then 
create  an  adjustment  in  PPS  payments  to  those 
hospitals  to  reflect  their  higher  costs  per  Medi- 
care patient. 

After  the  publication  of  the  Report,  the  Com- 
mission continued  its  analytic  work  on  this  issue, 
working  closely  with  the  Congressional  Budget 
Office,  which  held  the  primary  responsibility  for 
advising  Congress  on  the  issue.  ProPAC  pro- 
ceeded to  convene  a  technical  advisory  group  to 
provide  the  most  current  information  regarding 
costs  of  hospital  care  to  the  poor.  The  advisory 
group  was  composed  of  representatives  from  the 
American  Hospital  Association,  Congressional 
Budget  Office,  Congressional  Research  Service, 
National  Association  of  Public  Hospitals,  D.C. 
Hospital  Association,  and  the  Health  Care  Financ- 
ing Administration. 

Both  the  House  Ways  and  Means  Subcommit- 
tee on  Health  and  the  Health  Subcommittee  of  the 
Senate  Finance  Committee  held  hearings  on  dis- 
proportionate share  hospitals  in  the  summer  of 
1985.  The  Congressional  Budget  Office  provided 
both  Subcommittees  analyses  of  adjustment  op- 
tions. The  Subcommittees  also  requested  and  re- 
ceived the  results  of  ProPAC  technical  analyses. 

The  House  and  the  Senate  passed  separate  ad- 
justments for  disproportionate  share  hospitals, 
and  an  alternative  adjustment  was  included  in  the 
Conference  Report  on  H.R.  3128,  Consolidated 
Omnibus  Budget  Reconciliation  Act  of  1985.  The 
Conference  agreement,  however,  was  not  passed; 
therefore,  at  this  writing,  no  disproportionate 
share  adjustment  is  in  effect. 

On  December  31,  1985,  the  Department  of 
Health  and  Human  Services  published  in  the  Fed- 
eral Register  a  notice  regarding  the  definition  of 
disproportionate  share  hospitals.  The  notice  spe- 
cifically omitted  outlining  an  adjustment.  The  def- 
inition is  extremely  restrictive  and  not  responsive 
to  the  problems  that  had  been  previously  identi- 
fied by  the  Commission  and  others. 


Because  ProPAC  remains  convinced  of  the  need 
for  an  adjustment  to  disproportionate  share  hos- 
pitals, the  Commission  has  repeated  its  recom- 
mendation regarding  a  disproportionate  share  ad- 
justment for  hospitals  in  this  year's  report.  While 
the  Commission  acknowledges  the  difficulties  of 
analysis  on  this  issue,  it  believes  that  enough  in- 
formation does  exist  to  make  an  adjustment  both 
feasible  and  justified. 

The  following  represents  a  summary  of  the  is- 
sues and  ProPAC's  analytic  work  related  to  dis- 
proportionate share  hospitals  since  the  April  1985 
report. 

Issues  Related  To  Developing  a 
Disproportionate  Share  Adjustment 

Availability  of  Data  Upon  Which  To  Base  a 
Disproportionate  Share  Hospital  Adjustment 

Limited  data  are  available  for  analyzing  the  dis- 
proportionate share  hospital  issue.  Until  recently, 
the  1981  Medicare  Cost  Report  file  was  the  most 
recent  Medicare  cost  data.  The  American  Hospi- 
tal Association's  Annual  Survey  is  currently  the 
only  available  ongoing  data  source  on  Medicaid 
utilization  (admissions  and  days)  for  the  nation's 
hospitals.15 

The  AHA  also  collects  information  on  the  pro- 
portion of  a  hospital's  gross  revenues  that  are  re- 
lated to  Medicaid  and  uncompensated  care  (bad 
debt  and  charity  care).  Instead  of  releasing  con- 
fidential data,  AHA  has  created  a  matrix  show- 
ing the  correlations  between  various  hospital  char- 
acteristics and  the  proportion  of  gross  revenues 
accounted  for  by  Medicaid  and  uncompensated 
care  for  hospitals  reporting  the  information  on  the 
Annual  Survey. 

Since  states  have  different  standards  for  Medi- 
caid eligibility,  hospitals  in  states  with  more  re- 
strictive income  standards  for  eligibility  may  be 


15The  1984  Medicare  Cost  Report  requires  the  collection  of  Med- 
icaid utilization  data,  but  a  complete  set  of  1984  Cost  Reports  for 
the  nation's  hospitals  is  not  expected  to  be  available  until  March 
1986  at  the  earliest. 
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serving  a  large  number  of  low  income  patients  not 
reflected  in  data  on  Medicaid  revenues  or  utili- 
zation. To  adjust  for  differences  in  state  Medi- 
caid programs,  data  from  the  1980  Census  and 
from  the  Medicaid  State  Tables  (HCFA  2082)  can 
be  used  to  adjust  hospital  Medicaid  utilization 
data  for  variations  in  state  Medicaid  eligibility 
standards. 

HCFA  staff  have  also  discussed  the  possibility 
of  using  Census  and  Medicare  data  to  estimate 
the  proportion  of  each  hospital's  patients  which 
are  low-income  elderly.  This  information  would 
not  be  available  in  time  to  develop  a  dispropor- 
tionate share  adjustment  for  the  fiscal  year  1986 
rates.  CBO,  however,  has  used  the  Medicare  His- 
tory File  to  estimate  the  proportion  of  low-income 
elderly  patients  served  by  hospitals.  The  Medi- 
care History  File  is  an  ongoing  sample  of  persons 
who  have  ever  been  enrolled  in  the  Medicare  Pro- 
gram beginning  in  1974.  CBO  has  used  this  file 
to  estimate  the  proportion  of  each  hospital's  Medi- 
care patients  whose  Medicare  Part  B  premiums 
are  paid  for  by  a  state  Medicaid  program. 

Selection  of  a  Proxy  To  Measure 
the  Volume  of  Low-Income  Patients 

Hospitals  generally  do  not  collect  data  on  the 
income  of  the  patients  they  serve.  Instead,  a  sub- 
stitute (proxy)  measure  is  needed  to  estimate  the 
volume  of  low-income  patients.  Ideally  this  proxy 
measure  would  correlate  highly  with  patient  in- 
come and  therefore  could  be  used  to  analyze  the 
relationship  between  Medicare  cost  per  case  and 
service  to  a  disproportionate  share  of  low-income 
patients. 

ProPAC  staff  and  the  technical  advisory  group 
considered  four  alternative  measures  upon  which 
to  base  a  low-income  disproportionate  share  ad- 
justment. These  alternatives  relate  to  the  primary 
source  of  payment  for  the  patients'  care: 

1.  Medicaid,  bad  debt  and  charity  care  charges 
as  a  percent  of  all  gross  revenue. 

2.  Medicare  low-income  patients  only. 

3.  Medicaid  patient  volume  (admissions  or 
days)  as  a  percent  of  total  volume  (all  ad- 
missions or  days). 

4.  Medicaid  volume  combined  with  Medicare 
low-income  volume. 


Following  is  a  brief  description  and  summary 
of  the  advantages  and  disadvantages  of  each  of 
these  four  alternative  methods  of  determining 
whether  a  hospital  serves  a  disproportionate  share 
of  low  income  patients. 

1.  Medicaid  Patient  Revenues  Combined  With 
Bad  Debt  and  Charity  Care 

Uncompensated  care  is  generally  defined  as  hos- 
pital charges  related  to  patients  who  either  do  not 
pay  their  bills  (bad  debts)  or  who  cannot  pay  their 
bills  (charity  care).  The  proportion  of  bad  debt 
can  vary  across  hospitals  because  hospitals  mea- 
sure it  differently.  In  particular,  most  experts  agree 
that  the  majority  of  bad  debts  are  likely  to  be  gen- 
erated by  patients  who  cannot  pay  and  that  these 
debts  really  reflect  charity  care.  The  volume  of 
hospital  bad  debts  also  vary  due  to  differences  in 
hospital  bill  collection  practices. 

Advantage. — 

•  The  sum  of  Medicaid,  charity  care,  and  bad 
debt  as  a  percent  of  all  gross  revenues  is  likely 
to  be  a  more  inclusive  measure  of  low-income 
patients  than  one  based  on  Medicaid  patients 
alone  or  on  a  combination  of  Medicaid  and 
low-income  Medicare  patients. 

Disadvantages .  — 

•  Most  hospitals  do  not  report  uncompensated 
care  charges  on  the  AHA  Annual  Survey,  the 
only  industrywide  survey  available.  Slightly 
less  than  half  of  all  the  hospitals  that  submitted 
a  Medicare  Cost  Report  in  1981  supplied  data 
on  uncompensated  care  in  the  Annual  Survey. 

•  Even  when  data  are  reported,  they  are  not  read- 
ily available  because  hospital  responses  on  the 
AHA  Annual  Survey  to  questions  about  un- 
compensated care,  charity  care,  and  bad  debt 
are  treated  as  confidential  by  the  AHA.  This 
would  impede  using  the  individual  hospital  data 
necessary  for  setting  federal  policy. 

•  Estimates  of  a  disproportionate  share  effect 
based  solely  on  hospitals  reporting  bad  debt  and 
charity  care  may  overstate  the  size  of  the  ef- 
fect if  such  estimates  are  based  on  the  1981  An- 
nual Survey  data.  This  could  be  due  to  differ- 
ences between  the  types  of  hospitals  that 
reported  charges  for  bad  debt  and  charity  care 
and  those  that  did  not.  Using  all  hospitals  that 
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reported  their  Medicaid  volume  in  the  AHA's 
Annual  Survey,  ProPAC  staff  estimate  the  ef- 
fect of  Medicaid  volume  on  Medicare  cost  per 
case  to  be  half  that  estimated  using  only  the 
subset  of  hospitals  reporting  bad  debt  and  char- 
ity care. 

•  Implementing  an  adjustment  based  on  bad 
debts  could  provide  an  incentive  for  hospitals 
to  reduce  their  collection  efforts  or  permit  them 
to  increase  Medicare  reimbursement  by  alter- 
ing accounting  practices.  This  concern  might 
be  addressed  by  requiring  uniform,  audited  ac- 
counting and  bill  collection  procedures  for  all 
hospitals. 

2.  Medicare  Low-Income  Volume  Only 

Two  approaches  have  been  suggested  for  deriv- 
ing a  measure  of  Medicare  low-income  patients. 
In  the  first  approach,  Census  data  would  be  com- 
bined with  Medicare  patient  origin  data  to  obtain 
an  estimate  of  the  low-income  elderly  population 
served  by  each  hospital.  The  feasibility  of  this  ap- 
proach is  currently  being  explored  by  HCFA.  Ac- 
cording to  HCFA  staff,  it  would  take  at  least  four 
to  six  months  to  develop  this  measure. 

An  alternative  method  of  measuring  low-in- 
come Medicare  has  been  developed  by  CBO. 
They  identified  low-income  Medicare  patients 
whose  Medicare  premiums  were  paid  by  Medi- 
caid. CBO  created  a  measure  of  the  portion  of 
a  hospital's  patients  whose  Medicare  premiums 
were  paid  by  the  Medicaid  program.  Because  the 
Medicare  History  File  is  a  5  percent  sample  of  ben- 
eficiaries, it  was  necessary  to  use  data  from  1974 
to  1981  to  calculate  each  hospital's  low-income 
Medicare  population. 

Advantages. — 

•  This  measure  addresses  what  some  perceive  as 
the  major  purpose  of  the  disproportionate  share 
adjustment,  namely,  the  provision  of  extra 
funds  to  hospitals  whose  costs  are  higher  due 
to  serving  a  relatively  high  proportion  of  poor 
Medicare  patients.  According  to  this  view,  poor 
Medicare  patients  may  be  more  severely  ill  than 
the  average  Medicare  patient  even  after  adjust- 
ments for  case  mix  and  other  PPS  payment  var- 
iables. As  a  result,  a  hospital  may  incur  higher 
costs  than  average  when  it  serves  a  higher  frac- 
tion of  poor  Medicare  patients.  Medicare 


should  compensate  hospitals  for  these  extra 
costs  until  an  appropriate  severity  measure  can 
be  developed. 

•  It  would  be  feasible  to  make  an  interim  adjust- 
ment for  low-income  elderly  in  the  fiscal  year 
1986  rates  using  the  CBO  measure. 

Disadvantage. — 

•  This  measure  would  not  provide  additional 
payments  to  hospitals  with  higher  overhead  and 
other  expenses  incurred  while  serving  a  high 
volume  of  low-income  patients  not  eligible  for 
Medicare.  These  higher  costs  may  be  related  to 
the  need  for  specialized  workers  (e.g.,  transla- 
tors, larger  social  work  staff)  and  the  environ- 
mental factors  facing  such  hospitals  (e.g.,  the 
need  for  greater  security).  The  precise  reasons 
for  these  higher  costs  are  still  unknown.  Never- 
theless, these  costs  historically  have  been  allo- 
cated to  Medicare  patients  through  standard  ac- 
counting principles  and  thus,  they  have  been 
accepted  as  legitimate  costs  by  the  Medicare 
program. 

3.  Medicaid  Volume  Only 

Medicaid  volume  can  be  measured  by  either 
days  or  admissions.  Since  PPS  pays  on  a  per  ad- 
mission basis,  admissions  may  be  a  better  mea- 
sure on  which  to  base  a  disproportionate  share 
adjustment.  Medicaid  days,  however,  are  more 
likely  to  reflect  differences  in  costs  related  to 
longer  lengths  of  stay  for  these  patients  because 
they  are  more  likely  to  be  severely  ill  or  to  be  dif- 
ficult to  place  at  discharge. 

Advantages. — 

•  Medicaid  volume  data  are  currently  available 
for  almost  all  hospitals  in  the  AHA  Annual  Sur- 
vey providing  a  reliable  basis  for  estimating  the 
relationship  between  Medicare  costs  and  Med- 
icaid volume. 

•  Beginning  in  1984,  Medicaid  patient  volume 
measures  will  be  reported  on  Medicare  Cost 
Reports.  A  full  set  of  these  reports  will  not  be 
received  in  HCFA's  Central  Office  until  March 
1986,  at  the  earliest. 

Disadvantages .  — 

•  The  correlation  between  Medicaid  patients  and 
the  low-income  population  varies  considerably 
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across  the  states  due  to  differences  in  state  eligi- 
bility requirements.  Adopting  a  disproportion- 
ate share  adjustment  based  on  Medicaid  vol- 
ume alone  would  not  adequately  recognize  the 
volume  of  the  low-income  patients  of  certain 
hospitals  in  states  with  restrictive  Medicaid 
eligibility  requirements.  Medicaid  measures  can 
be  adjusted  for  variations  in  state  eligibility  cri- 
teria but  such  adjustments  are  imperfect. 

•  A  disproportionate  share  adjustment  based  on 
Medicaid  volume  alone  would  exclude  a  signif- 
icant number  of  hospitals  identified  as  serving 
a  disproportionate  share  of  low-income  pa- 
tients, as  measured  by  charity  care  and  bad 
debt.  For  example,  CBO  estimates  that  a  dis- 
proportionate share  definition  that  includes  the 
top  20  percent  of  urban  hospitals  when  ranked 
by  Medicaid  days  would  exclude  18  percent  of 
the  top  hospitals  ranked  by  the  sum  of  Medi- 
caid, bad  debt,  and  charity  care. 

•  This  measure  would  not  adequately  reflect  a 
hospital's  low-income  elderly  patient  volume, 
since  hospitals  generally  record  these  admis- 
sions by  their  primary  source  of  payment, 
Medicare. 

4.  Medicaid  Volume  Combined  With 
Low-income  Medicare  Volume 

Advantages. — 

•  Because  it  includes  both  low-income  elderly  and 
non-elderly  patients,  a  combined  measure  pro- 
vides a  closer  approximation  of  hospitals'  low- 
income  patient  volume  than  only  Medicaid.  In 
particular,  it  recognizes  low-income  Medicare 
patients. 

•  Combining  Medicare  low-income  and  Medicaid 
volume  data  reduces  the  problems  associated 
with  variations  in  Medicaid  eligibility  because 
Medicaid  eligibility  for  the  elderly  is  more  uni- 
form across  the  states. 

Disadvantage .  — 

•  As  with  the  Medicaid  measure  alone,  hospitals 
with  many  indigent,  uninsured  patients,  but  few 
Medicaid  patients  might  not  receive  an  ade- 
quate adjustment. 


Medicare  Patients  Inclusion  in  the  Definition 
of  a  Disproportionate  Share  Hospital 

In  its  April  1985  Report,  the  Commission  noted 
that  most  of  the  disproportionate  share  hospital 
studies  showed  no  statistical  relationship  between 
Medicare  volume  and  Medicare  cost  per  case. 
ProPAC  staff  analyses  confirm  this  finding,  and 
therefore,  Medicare  volume  is  not  included  as  a 
separate  factor  in  its  disproportionate  share 
analyses. 

ProPAC  Staff  Analyses 

In  response  to  the  Commissioners'  request, 
ProPAC  staff  was  asked  to  perform  preliminary 
analyses  of  disproportionate  share  hospitals  to  de- 
termine how  an  adjustment  might  be  developed. 

Data  Base 

A  data  base  was  created  by  merging  the  Amer- 
ican Hospital  Association's  Annual  Survey  with 
the  1981  Medicare  Cost  Reports.  Of  a  total  of 
5,630  hospitals  for  which  1981  Medicare  Cost  Re- 
ports exist,  1,303  were  excluded  from  the  ProPAC 
data  base  for  the  following  reasons: 


Reason  Number 

No  matching  AHA  record   60 

Not  a  community  hospital   71 

Exempt  from  PPS   129 

Hospitals  did  not  submit  Medicaid  data  on  AHA  survey  ....  1,043 


This  left  a  total  of  4,327  hospitals,  or  approxi- 
mately 77  percent  of  the  hospitals  which  reported 
Medicare  costs  in  1981. 

ProPAC's  Choice  of  a  Low-Income  Measure 

In  its  April  1985  Report,  the  Commission  rec- 
ommended that  a  disproportionate  share  hospi- 
tal adjustment  reflect  the  impact  of  serving  all  low- 
income  patients  rather  than  low-income  Medicare 
patients.  For  this  reason,  Medicaid  was  subse- 
quently chosen  as  a  proxy  measure  for  low  in- 
come because  direct  measures  of  low  income  pa- 
tients in  hospitals  were  not  available.  Moreover, 
studies  have  shown  an  association  between  a  hos- 
pital's proportion  of  patients  that  are  Medicaid 
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and  its  Medicare  cost  per  case.  ProPAC  staff 
therefore  used  Medicaid  admissions  as  the  proxy 
measure  of  a  hospital's  low-income  patient  vol- 
ume. Medicaid  days  were  considered  but  not  cho- 
sen because  some  state  Medicaid  programs  limit 
the  number  of  days  of  inpatient  care  that  will  be 
reimbursed  per  admission.  As  a  result,  total  days 
for  these  patients  may  not  be  reflected  in  a  hos- 
pital's report  of  Medicaid  days.  Admissions  as  the 
proxy  measure  is  also  consistent  with  the  per  case 
orientation  of  PPS. 

The  proportion  of  each  hospital's  admissions 
that  were  Medicaid  patients  was  adjusted  to  re- 
flect variations  in  Medicaid  eligibility  across  the 
states.  This  was  necessary  because  hospitals  in 
states  with  limited  Medicaid  eligibility  would,  in 
general,  treat  more  indigent,  uninsured  patients 
than  would  hospitals  in  states  with  broader  cov- 
erage of  the  low-income  population. 

The  adjustment  for  variations  in  eligibility  was 
a  ratio  that  represented  the  extent  to  which  that 
state's  low-income,  non-elderly  population  receive 
Medicaid  relative  to  average  national  coverage  for 
this  population.  Specifically,  the  numerator  of  the 
ratio  was  the  portion  of  a  state's  low-income,  non- 
elderly  population  receiving  Medicaid.  The  de- 
nominator was  the  average  portion  of  low-in- 
come, non-elderly  receiving  Medicaid  across  all 
states.  This  adjustment  was  applied  by  dividing 
the  hospital's  proportion  of  Medicaid  admissions 
by  the  ratio. 

Analytic  Findings 

To  determine  the  type  and  degree  of  the  rela- 
tionship between  serving  a  disproportionately 
large  share  of  low-income  patients  and  Medicare 
cost  per  case,  the  staff  used  statistical  methods 
(multivariate  regression  analysis)  which  hold  con- 
stant the  effects  of  other  factors,  such  as  case  mix 
and  bed  size.  The  relationship  between  Medicare 
cost  per  case  and  any  proxy  measure  for  low-in- 
come patients  depends  on  the  number  and  type 
of  other  factors  held  constant.  Some  researchers 
have  suggested  that  only  the  PPS  payment  vari- 
ables (e.g.,  case  mix,  area  wage  index,  teaching 
activity)  should  be  held  constant.  They  argue  that 
only  these  factors  are  acknowledged  by  HCFA  as 
appropriate  for  defining  payment  variations. 


Others  have  suggested  that  a  broader  range  of  fac- 
tors should  be  included,  namely  those  factors 
which  either  theoretically  or  empirically  have  been 
shown  to  affect  hospital  costs.  After  extensive  dis- 
cussion of  this  issue,  the  ProPAC  Technical  Advi- 
sory Group  recommended  that  the  ProPAC  anal- 
yses hold  a  broad  set  of  factors  constant.  These 
were:  1)  PPS  payment  variables,  2)  hospital  bed- 
size,  3)  city  size,  4)  region,  and  5)  ownership  of 
hospital  (public  or  other). 

The  results  of  the  ProPAC  preliminary  anayses 
are  as  follows: 

•  For  all  hospitals,  Medicare  operating  costs 
per  case  rise  by  0.2  percent  for  each  10  per- 
cent increase  in  the  proportion  of  Medicaid 
patients.  For  an  average  hospital,  this  implies 
that  an  increase  from  10.7  percent  Medicaid 
patients  to  13  percent  Medicaid  patients 
would  increase  costs  per  case  by  $4. 

•  It  also  appears  that  the  effect  is  substantially 
larger  for  hospitals  in  which  Medicaid  admis- 
sions account  for  10  percent  or  more  of  all 
admissions.  In  other  words,  there  appears  to 
be  a  threshold  below  which  the  relationship 
between  Medicaid  admissions  and  Medicare 
operating  costs  per  case  is  not  significant. 

•  The  relationship  between  Medicaid  admis- 
sions and  Medicare  costs  has  much  more  sig- 
nificant effect  on  urban  hospitals  than  rural 
hospitals. 

•  In  rural  hospitals,  the  relationship  between 
Medicaid  admissions  and  Medicare  operat- 
ing costs  per  case  appears  to  be  considera- 
bly different;  for  these  hospitals  the  threshold 
of  Medicaid  admissions,  where  costs  per  case 
begin  to  rise  significantly,  may  be  as  high  or 
higher  than  50  percent. 


Illustrations  of  Broad  Options  For 
a  Disproportionate  Share  Hospital 
Adjustment 

In  deciding  on  a  disproportionate  share  adjust- 
ment, two  choices  must  be  made:  1)  the  appro- 
priate proxy  measure,  and  2)  whether  to  make  an 
adjustment  for  all  hospitals  or  for  only  a  subset 
of  hospitals. 


62 


If  the  choice  were  made  to  use  Medicaid  data 
alone  as  a  proxy  for  low-income  patients,  at  least 
two  types  of  broad  options  could  be  considered: 

•  An  adjustment  to  the  federal  standardized 
amount  for  all  hospitals  based  on  their  Med- 
icaid patient  volume. 

•  An  adjustment  for  only  those  hospitals  dem- 
onstrating large  increases  in  operating  cost 
resulting  from  service  to  a  relatively  high  vol- 
ume of  Medicaid  patients. 

1.  Percentage  Increase  in  the  Federal 

Standardized  Amount  for  All  Hospitals 

The  federal  standardized  amount  could  be  in- 
creased for  all  hospitals  depending  on  the  portion 
of  their  patients  who  are  Medicaid  recipients.  All 
hospitals  would  receive  some  increase  in  their  fed- 
eral amount,  with  the  percentage  increase  being 
greater  for  hospitals  with  higher  portions  of  Med- 
icaid patients. 

Advantage. — 

•  An  adjustment  to  the  federal  rate  for  all  hospi- 
tals avoids  "boundary"  issues  that  arise  when 
only  a  subset  of  hospitals  are  given  an  adjust- 
ment. That  is,  it  avoids  the  equity  problems  as- 
sociated with  providing  an  adjustment  to  hos- 
pitals which  are  just  above  a  certain  threshold 
proportion  of  Medicaid  patients  or  are  classi- 
fied as  a  certain  type  of  hospital  (e.g.,  urban 
hospitals)  while  other  hospitals  which  are  ei- 
ther just  below  the  threshold  or  just  outside  a 
geographic  boundary  would  receive  no  ad- 
justment. 

Disadvantages.  — 

•  An  adjustment  for  all  hospitals  would  not  tar- 
get assistance  to  hospitals  most  affected  by  high 
volume  of  low-income  patients.  As  a  result, 
hospitals  most  severely  affected  by  a  high  vol- 
ume of  low-income  patients  might  not  have 
their  rate  increased  sufficiently  to  compensate 
for  the  costs  associated  with  these  patients.  As 
shown  in  the  table  below,  the  amount  of  an  ad- 
justment would  be  relatively  small  even  for  hos- 
pitals with  very  large  portions  of  their  patients 
drawn  from  the  Medicaid  program. 

•  As  with  any  alternative  based  on  Medicaid  pa- 
tient volume,  some  hospitals  with  substantial 


numbers  of  indigent,  uninsured  patients  may 
not  be  adequately  compensated  for  serving 
these  patients. 

2.  Targeted  Assistance  to  a  Subset  of  Hospitals 

To  better  target  assistance  to  those  hospitals  ex- 
periencing the  greatest  increase  in  costs  due  to 
low-income  patient  volume,  a  subset  of  hospitals 
could  be  identified.  There  are  several  criteria  that 
could  be  used  to  identify  hospitals  having  the 
greatest  increase  in  Medicare  operating  costs  due 
to  a  high  volume  of  low-income  patients.  One  op- 
tion for  targeting  assistance  would  be  to  provide 
an  adjustment  for  the  top  50  percent  of  urban  hos- 
pitals as  ranked  by  Medicaid  patient  volume  (i.e., 
urban  hospitals  above  the  median  Medicaid  pro- 
portion). This  option  would  result  in  approxi- 
mately 1,000  hospitals  receiving  an  adjustment. 
The  percentage  adjustment  would  be  less  than  one 
percent  for  hospitals  near  the  median  Medicaid 
proportion  and  would  be  higher  for  hospitals  with 
higher  Medicaid  proportions. 

Advantage. — 

•  Limiting  the  disproportionate  share  adjustment 
to  urban  hospitals  targets  the  adjustment  to  hos- 
pitals that  demonstrate  significantly  higher  costs 
associated  with  low-income  patient  volume. 
Compared  to  an  adjustment  applied  to  all  hos- 
pitals, a  targeted  adjustment  would  provide 
greater  compensation  to  those  hospitals  meet- 
ing the  threshold,  as  shown  in  the  table  below. 

Disadvantage.  — 

•  Limiting  the  adjustment  to  a  small  subset  of 
hospitals  would  exclude  all  rural  hospitals, 
many  of  which  have  relatively  large  Medicaid 
patient  volumes  and  which  consequently  may 
believe  they  are  receiving  unequal  treatment.  I 

Payments  to  hospitals  for  the  disproportionate 
share  adjustment  would  be  very  different  under 
the  two  alternatives.  The  following  table  shows 
a  comparison  of  payments  under  the  two  options: 


Adjustment  Adjustment  Applied 

Applied  to  to  Urban  Hospitals 

Proportion  of  Medicaid  All  Hospitals  Above  the  Median 

10%   $  4  $  64 

20%   8  260 

30%   12  382 
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Commission  Decisions 

ProPACs  review  of  the  foregoing  considera- 
tions culminated  in  the  following  decisions  regard- 
ing the  definition  and  measurement  of  the  dispro- 
portionate share  population,  the  targeting  of  the 
adjustment,  and  its  funding  level: 

•  Definition  and  Measurement  of  the  Dispro- 
portionate Share  Population — The  definition 
should  be  based  on  a  proxy  measure  for  all 
low-income  patients.  This  proxy  should  be 
calculated  using:  1)  the  proportion  of  Med- 
icaid patients  per  hospital  under  age  65,  ad- 
justed for  variations  in  the  extent  of  cover- 
age of  the  low-income  population  by  a  state's 
Medicaid  program,  and  2)  an  estimate  of 
low-income  elderly  patients  whose  medical 
care  is  financed  by  both  Medicaid  and  Medi- 
care. 


•  Targeting  the  Adjustment — The  adjustment 
should  be  paid  to  that  subset  of  urban  hos- 
pitals which  is  shown  through  analysis  to 
have  higher  Medicare  costs  resulting  from 
service  to  a  high  percentage  of  low-income 
patients.  A  threshold  should  be  used  in  de- 
termining which  hospitals  will  receive  an  ad- 
justment so  that  the  adjustment  is  targeted 
to  those  hospitals  where  there  is  a  significant 
impact.  For  example,  above  a  minimum  vol- 
ume of  low-income  patients,  the  hospital 
would  receive  a  gradually  increasing  adjust- 
ment up  to  a  maximum. 

•  Funding — The  adjustment  should  be  budget 
neutral;  the  dollars  allowed  in  the  adjustment 
should  not  be  added  to  the  prospective  pay- 
ment system,  but  rather  should  be  redistrib- 
uted from  within  the  total. 
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LABOR  MARKET  AREAS-AREA  WAGE  INDEX 


The  current  area  wage  adjustment  under  PPS 
is  designed  to  account  for  differences  in  hospital 
costs  that  occur  because  of  differences  in  the  cost 
of  labor  inputs  in  different  labor  market  areas. 
However,  studies  have  shown  that  substantial  dif- 
ferences continue  to  exist  in  the  cost  of  labor  in- 
puts within  current  hospital  labor  market  areas. 
Thus  in  its  April  1985  Report,  ProPAC  made  the 
following  recommendation  for  dealing  with  the 
problem  of  wage  variation  within  current  labor 
market  areas: 

In  order  to  better  reflect  hospital  labor  mar- 
kets, the  Secretary  should  improve,  as  soon  as 
possible,  the  current  definition  of  hospital  labor 
market  areas  used  to  adjust  PPS  rates  for  area 
wage  differences,  taking  into  account  variations 
in  wages  paid  in  the  inner  city  compared  with 
suburban  areas  within  a  metropolitan  area,  and 
variations  paid  in  different  rural  locations  within 
a  state.  Implementation  of  this  recommendation 
should  not  result  in  any  change  in  aggregate 
payments. 

Some  of  the  reasons  for  observed  differences 
in  the  cost  of  labor  within  current  labor  market 
areas  result  from  differences  between  hospitals  in: 
a)  skill  mix,  b)  intra-industry  competition,  c)  inter- 
industry competition,  and  d)  staffing  practices. 

Skill-mix  differences  occur  because  some  hos- 
pitals within  a  labor  market  may  provide  services 
that  require  a  different  mix  of  labor  skills,  on  aver- 
age, when  compared  to  other  hospitals  in  the  same 
labor  market.  Intra-industry  competition,  i.e., 
competition  from  other  hospitals,  may  be  based 
on  factors  such  as  location  that  selectively  reduce 
the  available  supply  of  employees  for  some  hos- 
pitals, thus  affecting  the  relative  cost  of  labor  in 
different  areas  within  the  same  labor  market. 
Inter-industry  competition,  i.e.,  competition  from 
other  health-related  providers,  such  as  nursing 
homes  and  physicians'  offices,  as  well  as  compet- 
ing non-health-related  industries,  may  differ  be- 
tween areas  within  the  same  labor  market,  thus 
affecting  the  opportunity  costs  for  hospital  labor. 
Differences  in  staffing  practices  can  occur  because 
some  hospitals  within  a  labor  market  choose  to 
offer  a  more  costly  mix  of  labor  skills  to  their  pa- 
tients. 


Ideally,  hospital  labor  market  areas  should  be 
defined  in  such  a  way  that  all  the  hospitals  within 
a  particular  area  face  the  same  (or  similar)  con- 
ditions for  obtaining  access  to  the  local  supply  of 
labor.  However,  without  some  method  of  distin- 
guishing between  factors  that  are  within  hospital 
control  and  factors  that  are  beyond  hospital  con- 
trol, observed  differences  in  hospital  wage  rates 
may  be  misinterpreted. 

The  following  concerns  continue  to  bear  upon 
the  analysis  of  hospital  labor  market  areas: 

1.  The  amount  of  variation  in  average  hospi- 
tal wages  within  current  urban  and  rural  hos- 
pital labor  market  areas. 

2.  Other  limitations,  unrelated  to  the  definition 
of  labor  market  areas,  in  the  current  area 
wage  adjustment. 


Wage  Variation  in  Alternative 
Labor-Market  Areas 

Prior  to  1986,  no  study  had  demonstrated  the 
extent  of  wage  variation  in  all  of  the  urban  and 
rural  labor  markets  or  the  sources  of  the  variation. 

Using  average  gross  wage  data  from  HCFA's 
1982  survey  of  hospital  wages,  ProPAC  found 
that  the  current  labor-market  areas  explain  62  per- 
cent of  the  variation  in  hospital  wages.  This  to- 
tal explained  variation  of  62  percent  can  be  sepa- 
rated into  three  components:  a)  28  percent  due 
the  urban/rural  split  alone,  b)  25  percent  due  to 
the  315  urban  areas,  and  c)  9  percent  due  to  the 
48  rural  areas. 

In  urban  areas,  a  small  improvement  in  ex- 
plained variation  was  achieved  by  dividing  the 
100  most  populous  MSAs  into  central  cities  and 
surrounding  counties. 

In  rural  areas,  a  comparable  modest  improve- 
ment in  explained  variation  was  achieved  by  using 
two  different  area  definitions:  a)  new  rural  areas 
created  from  the  rural  portions  of  Bureau  of  Eco- 
nomic Analysis  areas  (BEAAs),  and  b)  current  ru- 
ral areas  divided  into  counties  adjacent  to  an  MSA 
vs.  all  other  counties. 
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A  model  to  explain  the  sources  of  wage  varia- 
tion in  current  labor-market  areas  is  still  being  re- 
fined. The  primary  limitation  of  this  model  is  the 
absence  of  accurate  data  concerning  the  mix  of 
employees  in  different  skill  categories.  As  a  re- 
sult, it  has  been  difficult  to  separate  the  impact 
of  skill  mix  on  hospital  wages  from  the  impact 
of  community  factors  on  hospital  wages. 

It  has  also  been  difficult  to  identify  community 
factors  except  at  the  county  level.  This  obviously 
limits  the  ability  to  measure  factors  that  may  af- 
fect the  cost  of  labor  at  the  local  level. 

Despite  these  limitations,  the  preliminary  re- 
sults suggest  that  community  factors  associated 
with  increases  in  the  wages  of  lower-skilled  work- 
ers tend  to  be  associated  with  decreases  in  the 
wages  of  higher-skilled  workers,  and  vice  versa. 
This  finding  suggests  that  it  may  be  difficult  to 
isolate  a  set  of  community  characteristics  that 
have  a  uniform  impact  on  hospital  wages. 

Other  Wage  Adjustment  Related 
Payment  Inequities 

The  Commission  has  identified  four  major  pol- 
icy areas  related  to  the  area  wage  adjustment  that 
may  result  in  payment  inequities: 

•  the  urban/rural  rate  differential; 

•  the  regional  rate  differentials; 

•  the  labor/non-labor  shares;  and 

•  the  skill  mix  of  hospital  employees. 


Preliminary  findings  indicate  that  both  the  ur- 
ban/rural rate  differential  and  the  regional  rate 
differentials  reflect  differences  in  prevailing  prac- 
tice patterns,  especially  in  the  use  of  ancillary  ser- 
vices. Further  study  is  needed  to  determine  the 
reasons  for  these  regional  differences  in  practice 
patterns. 

Further  study  of  the  labor/non-labor  shares 
should  address  the  possibility  of  allowing  differ- 
ent shares  across  DRGs  and  across  hospitals.  This 
would  address  the  current  potential  incentives 
against:  a)  labor-intensive  DRGs  in  high  labor- 
cost  areas,  and  b)  non-labor-intensive  DRGs  in 
low  labor-cost  areas. 

More  accurate  data  should  be  collected  con- 
cerning the  skill  mix  of  hospital  employees.  In 
addition,  the  relationship  between  skill  mix  and 
case  mix  should  be  further  explored.  However, 
a  separate  adjustment  for  skill-mix  differences  is 
not  desirable.  Instead,  adjustments  should  be 
made  directly  for  the  factors  that  require  a  higher 
skill  mix. 

Finally,  incentives  for  the  long-term  efficiency 
of  the  hospital  industry  should  be  improved  by 
incorporating  capital  expenses  into  the  payment 
rates  and  by  studying  the  impact  of  PPS  on  the 
total  costs  of  patient  episodes  of  illness. 
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RURAL  HOSPITALS:  PPS  PAYMENT  ISSUES 


Introduction 

ProPAC  urges  completion  of  congressionally 
mandated  HHS  studies  concerning  payment  pol- 
icy issues  related  to  rural  hospitals.  As  part  of  its 
own  consideration  of  PPS  rates  the  Commission 
addressed  three  of  those  issues: 

•  whether  separate  standardized  amounts  for 
urban  and  rural  hospitals  should  be  main- 
tained; 

•  whether  current  labor  market  areas  should 
be  refined  to  better  reflect  differences  among 
areas  within  a  state;  and 

•  whether  PPS  is  an  appropriate  system  to  pay 
for  care  in  small  rural  hospitals. 

Discussion  of  these  issues  follows.  Supporting 
statistics  are  contained  in  Tables  A-27,  A-28,  and 
A-29. 

Separate  Standardized  Amounts 

Under  PPS,  separate  standardized  amounts  are 
calculated  for  urban  and  rural  hospitals,  result- 
ing in  the  rural  standardized  amounts  being  con- 
sistently lower  than  the  urban  amounts.  These 
lower  amounts  reflect  historically  lower  average 
costs  in  the  rural  hospitals.  The  historic  cost  differ- 
ences remain  even  after  adjustments  are  made  for 
area  wage  differences,  teaching  activity,  and  case 
mix. 

Some  have  questioned  the  appropriateness  of 
separate  PPS  payments  schedules  for  urban  and 
rural  hospitals  given  the  overall  system  design  to 
pay  a  national  price  per  DRG.  They  have  argued 
that  the  reasons  for  the  differences  in  historic  costs 
are  unknown  and  may  partly  reflect  historic  dif- 
ferences in  efficiency.  Accordingly,  they  argue 
that  the  reasons  behind  the  historic  cost  differ- 
ences between  urban  and  rural  hospitals  need  to 
be  further  examined. 

Commission  Analysis 

The  1985  published  national  standardized  pay- 
ment amount  per  case  for  urban  hospitals  is  25 
percent  higher  than  for  rural  hospitals,  reflecting 
the  cost  differences  that  remain  between  these  two 


groups  of  hospitals  after  adjustments  have  been 
made  for  differences  in  area  wages,  teaching,  and 
DRG  case  mix. 

In  addition  to  differences  in  teaching  status,  case 
mix  and  area  wages,  the  higher  costs  in  urban  hos- 
pitals have  partially  been  attributed  to  the  larger 
size  and  wider  range  of  services  offered  in  these 
facilities  compared  to  rural  hospitals.  In  a  recent 
study  completed  for  HCFA  and  summarized  as 
part  of  a  contract  with  ProPAC  to  study  labor 
market  areas,  Health  Economics  Research,  Inc. 
(HER)  reported  that  higher  ancillary  use  in  urban 
hospitals  was  the  most  important  factor  contrib- 
uting to  the  urban/rural  cost  differences,  after 
controlling  for  differences  in  area  wage  rates  and 
case  mix.  These  findings  should  be  considered  pre- 
liminary since  the  analysis  was  performed  only 
for  selected  DRGs.  Nevertheless,  on  a  larger  sam- 
ple of  hospitals,  HER  found  that  hospitals  in  ru- 
ral counties  adjacent  to  Metropolitan  Statistical 
Areas  (MSAs)  had  costs  per  case  that  were  slightly 
higher  than  those  found  for  non-adjacent  coun- 
ties. Longer  lengths  of  stay  and  a  greater  number 
of  special  services  accounted  for  most  of  this  cost 
difference,  while  wage  rates  accounted  for  less 
than  one-third  of  the  difference.  Together,  these 
findings  suggest  that  variations  in  medical  prac- 
tice patterns  account  for  a  substantial  portion  of 
the  cost  differences  between  urban  and  rural  areas 
and  among  regions  within  rural  areas. 

Labor  Market  Definitions 

The  current  PPS  adjustment  for  variation  in  la- 
bor costs  treats  all  rural  hospitals  in  a  state  as  a 
single  rural  area.  Such  an  adjustment  ignores  dif- 
ferences in  labor  costs  between  rural  areas  within 
a  state  and  ignores  the  problems  of  'border'  rural 
hospitals  which  must  compete  with  urban  hospi- 
tals for  labor. 

Commission  Analysis 

The  Commission  is  currently  engaged  in  a  ma- 
jor effort  to  refine  the  definition  of  labor  market 
areas  in  both  urban  and  rural  areas.  Preliminary 
evidence  from  our  studies  indicates  that  the  use 


Table  A-27.— Comparative  Characteristics  Of  Urban  And  Rural  Hospitals 


Characteristic  Urban  Rural 

1.  Number  Of  PPS  Hospitals  1984    2,598  2,705 

2.  Percent  Of  PPS  Hospitals  1984    49.0  %  51.0% 

3.  Number  Of  Medicare  Cases  In  PPS  Hospitals— 1984    6,726,131  2,498,648 

4.  Percent  Of  Medicare  Cases  In  PPS  Hospitals— 1984   72.9%  27.1% 

5.  Bedsize  Distribution  Of  PPS  Hospitals— 1984 

<  100  Beds   21.3%  72.9% 

100-169  Beds   —  13.9% 

170+  Beds   —  7.5% 

100-404  Beds   52.9%  — 

405-684  Beds   13.2%  — 

685+  Beds   3.2%  — 

6.  Ownership  Distribution  Of  PPS  Hospitals— 1984 

Church   18.0%  8.8% 

Government   16.5%  45.0% 

Proprietary   15.5%  6.7% 

Other   41.2%  33.3% 

Missing   8.8%  6.2% 

7.  Published  1985  National  Standardized  Payment 

Amounts  Per  Case   $2,985.05  $2,381.39 

8.  Estimated  Hospital  Specific  Payments  Per  Case— 1986    $3,981.67  $2,290.89 

9.  Sole  Community  Providers  In  Rural  Areas  (1984) 

Number   —  345 

Percent  of  Hospitals    —  12.8% 

10.  Rural  Referral  Centers  (1984) 

Number   —  140 

Percent  of  Hospitals    —  5.2% 

11.  Hospitals  That  Are  Both  A  Rural  Referral  Center 
And  A  Sole  Community  Provider  (1984) 

Number   —  14 

Percent   —  0.5% 

12.  Medicare  Admissions  As  A  Percent  Of  Total  Admissions 
In  PPS  Hospitals 

1980   29.3%  35.6% 

1984   33.8%  39.8% 

13.  Medicare  Days  As  A  Percent  Of  Total  Days  In  PPS  Hospitals 

1980   39.8%  45.0% 

1984   42.8%  46.1% 

14.  Percent  Occupancy 

1980   72%  61% 

1984   64%  54% 

15.  Admission  Changes:  Percent  Change  1983-84    -2.0%  -5.7% 

16.  Comparison  Of  Small  (<50  Beds)  To  All  Hospitals:  Small    All  Hospitals 

Percent  Change,  1984-85  (January-June) 

Admissions   -15.7  -6.2 

Total  Expenses   -0.1%  +4.7% 

Expenses  Per  Admission    +13.0  +9.4% 

17.  Percent  Of  Surgeries  Done  On  The  Outpatient  Service 
In  PPS  Hospitals 

1980   15%  13% 

1984   27%  24% 


SOURCES:  Items  1-6.  8-11— Medicare  Cost  Reports,  MEDPAR  and  1984  PATBILL  files;  Item  7— Published  Rates  from  Federal 
Register,  vol.  49,  Jan.  3,  1984;  Item  16— Kenneth  Shull  in  Testimony  before  the  Subcommittee  on  Hospital  Produc- 
tivity and  Cost-Effectiveness,  Nov.  12,  1985;  Items  12-15,  17— AHA  Annual  Survey. 
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Table  A-28.— Trends  In  Hospital  Profitability  Ratios 

Operating  Margin  Ratio 

  1980     1981     1982     1983  1984 

All  Hospitals    0.019    0.020    0.020    0.023  0.031 

Rural   0.017    0.014    0.014    0.016  0.023 

Urban   0.021    0.021    0.021    0.026  0.033 

Rural  <  100  Beds          0.007    0.010    0.003    0.006  0.006 

Urban  <100  Beds         0.007    0.006    0.008    0.008  0.016 

Rural  100-199  Beds  .  . .  0.024    0.020    0.020    0.021  0.022 

Operating  Margin  Ratio:     (Total  operating  revenue  -  operating  expenses) 

Total  operating  revenue 

SOURCES:  1)  Data  on  all  hospitals,  all  rural  and  all  urban  hospitals  from  Measur- 
ing The  Effects  of  PPS,  October  1985,  a  paper  prepared  for  ProPAC 
by  William  O.  Cleverley;  2)  Data  by  hospital  bedsize  category  from 
Hospital  Industry  Analysis  Report,  1980-1984,  prepared  by  William  O. 
Cleverley  for  the  Healthcare  Financial  Management  Association,  1985. 

of  Bureau  of  Economic  Analysis  Areas  may  be 
a  feasible  approach  to  refining  the  definition  of 
labor  markets  within  rural  areas.  Some  have  pro- 
posed that  the  rural  labor  market  definitions  be 
refined  to  reflect  whether  a  hospital  is  located  in 
a  county  adjacent  to  an  MSA.  In  the  study  for 
HCFA  referenced  above,  HER  found  that  in  most 
states,  wage  rates  were  significantly  higher  in  ru- 
ral hospitals  adjacent  to  MSAs  compared  to  hos- 
pitals in  non-adjacent  counties.  However,  in 
almost  one-third  of  the  states,  wage  rates  were 
lower  in  adjacent  vs.  non-adjacent  rural  counties. 
For  all  states,  the  magnitude  of  the  average  differ- 
ence between  wage  rates  in  adjacent  and  non- 
adjacent  counties  was  small. 

The  Appropriateness  of  PPS 

Rural  hospitals  tend  to  be  small,  and  those  that 
are  small  are  more  vulnerable  to  the  financial  im- 
pact of  fluctuations  in  volume  and  case  mix  than 
large  institutions.  For  larger  hospitals,  minor  fluc- 
tuations in  volume  and  case  mix  are  not  as  criti- 
cal because  the  hospital  can  average  year  to  year 
losses  and  gains  due  to  volume  shifts,  and  can 
average  over  a  large  number  of  cases  the  losses 
and  gains  from  case  to  case.  Small  rural  hospi- 
tals cannot  take  advantage  of  this  'law  of  large 
numbers.'  If  such  fluctuations  are  outside  the  con- 
trol of  the  hospitals,  then  it  might  be  argued  that 
special  consideration  should  be  given  to  these  vol- 
ume problems  in  the  payment  system. 

Some  have  suggested  that  small  rural  hospitals 
are  particularly  financially  vulnerable  to  fluctu- 
ations in  their  Medicare  patient  population  since 


rural  hospitals  tend  to  have  a  relatively  high  vol- 
ume of  Medicare  patients. 

Others  have  noted  that  in  relatively  isolated 
areas,  the  hospital  is  the  focal  point  for  all  the 
health  care  delivered  to  the  community;  if  the  hos- 
pital closes,  much  of  the  health  care  infrastruc- 
ture disappears. 

Nevertheless,  not  all  rural  hospitals  are  small 
and  not  all  rural  hospitals  are  isolated.  Payment 
policies  that  are  appropriate  to  some  rural  hos- 
pitals may  be  inappropriate  to  others. 

Commission  Analysis 

Average  Size  of  Hospitals. — In  1984,  approxi- 
mately 73  percent  of  the  rural  hospitals  on  PPS 
had  less  than  100  beds  compared  to  21  percent 
for  urban  hospitals.  This  difference  in  size  is 
reflected  in  the  distribution  of  Medicare  cases 
among  urban  and  rural  hospitals.  While  rural  hos- 
pitals accounted  for  over  51  percent  of  the  hos- 
pitals under  PPS  in  1984,  they  accounted  for  only 
27  percent  of  the  cases. 

Volume  Changes. — According  to  evidence  pro- 
vided to  ProPAC  by  the  American  Hospital  Asso- 
ciation, rural  hospitals  have  experienced  a  sub- 
stantially greater  decline  in  total  admissions 
during  the  period  1983  through  the  first  six 
months  of  1985  than  their  urban  counterparts 
(—5.7  percent  compared  to  —2.0  percent  for  the 
1983-84  period;  —15.7  percent  compared  to  —6.2 
percent  for  small  hospitals — the  majority  of  which 
are  rural — compared  to  all  hospitals  during  the 
first  six  months  of  1985).  This  has  resulted  in  a 
slight  decline  in  overall  expenses  for  rural  hospi- 
tals but  a  significant  increase  in  expenses  per  ad- 
mission, an  increase  that  is  substantially  greater 
than  that  experienced  by  urban  hospitals  during 
the  same  period. 

The  greater  decline  in  total  patient  volume  com- 
pared to  Medicare  volume  for  both  urban  and  ru- 
ral hospitals  has  resulted  in  Medicare  constitut- 
ing a  higher  fraction  of  all  hospitals'  total  patient 
business.  Between  1980  and  1984,  Medicare  ad- 
missions as  a  percent  of  total  admissions  in  PPS 
hospitals  went  from  29.3  percent  to  33.8  percent 
in  urban  hospitals  and  from  35.6  percent  to  39.8 
percent  in  rural  hospitals. 
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Thus  both  urban  and  rural  hospitals  have  had 
to  spread  their  fixed  costs  over  a  smaller  volume 
of  total  patients  and  a  relatively  higher  fraction 
of  Medicare  patients.  To  some  extent  urban  and 
rural  hospitals  have  been  able  to  recover  these 
costs  through  increased  revenue  related  to  an  in- 
creasing Medicare  case  mix.  The  case-mix  index 
for  urban  hospitals,  however,  has  risen  more  rap- 
idly than  for  rural. 

Financial  Condition  of  Rural  Hospitals. — In  tes- 
timony to  the  Commission,  Kenneth  Shull,  rep- 
resenting the  American  Hospital  Association 
(AHA),  noted  that  rural  hospitals  were  particu- 
larly vulnerable  to  changes  in  Medicare  policy  be- 
cause Medicare  constituted  a  very  high  percent- 
age of  these  hospitals'  volume  and  revenue.  As 
noted  above,  evidence  from  the  AHA  Annual 
Survey  indicates  that  Medicare  does  constitute  a 
higher  percentage  of  the  patient  volume  in  rural 
hospitals,  but  the  gap  between  urban  and  rural 
hospitals  is  narrowing. 

According  to  a  number  of  financial  indicators, 
hospitals  in  rural  areas  have  demonstrated  an 
overall  improvement  in  their  financial  position 
since  the  implementation  of  PPS.  Following  trends 
in  the  hospital  industry  as  a  whole,  rural  hospi- 
tals reported  substantial  increases  in  operating 
profitability  in  1984  (as  measured  by  the  hospi- 
tal operating  margin  ratio).  Small  rural  hospitals 
did  not  show  an  increase  in  profitability  in  1984 
over  1983,  but  the  1983  figures  represented  a  sub- 
stantial increase  over  the  previous  year  (Table 
A-28). 

It  should  be  noted,  however,  that  rural  hospi- 
tals and  especially  small  rural  hospitals  do  not 
show  high  profit  margins.  The  poorer  profitabil- 
ity of  rural  hospitals  has  been  associated  with  the 
smaller  average  size  of  rural  hospitals. 

The  evidence  regarding  the  first  year  of  PPS, 
however,  should  be  viewed  with  caution.  Given 


the  reporting  cycle  of  hospitals,  a  large  number 
of  hospitals  on  PPS  for  only  part  of  the  1984  pe- 
riod reported  in  these  analyses.  Furthermore,  these 
data  provide  little  insight  into  the  financial  con- 
dition of  hospitals  under  a  fully  implemented  na- 
tional PPS  system. 

Preliminary  evidence  from  ProPAC's  analysis 
of  the  transition  indicated  that  compared  to  the 
average  experience  of  all  hospitals,  rural  hospi- 
tals will  lose  as  PPS  moves  to  complete  federal 
rates.  Compared  to  payments  based  on  each  hos- 
pital's own  cost  base,  all  hospitals  would  gain, 
on  average,  4.3  percent  on  their  per  case  payments 
under  a  complete  federal  rate.  Rural  hospitals, 
however,  would  gain  only  1.7  percent,  on  aver- 
age, and  rural  hospitals  with  100  to  169  beds 
would  actually  lose  2.6  percent  compared  to  that 
which  would  have  been  paid  under  hospital  spe- 
cific payments. 

Finally,  like  their  urban  counterparts,  rural  hos- 
pitals continue  to  have  inadequate  investment  lev- 
els to  meet  replacement  of  their  current  assets;  as 
a  result,  rural  hospitals  may  require  substantial 
borrowing  to  acquire  replacement  assets.  This  lev- 
el of  borrowing  may  not  be  feasible  in  light  of 
their  financial  conditions.  The  inclusion  of  capi- 
tal costs  in  PPS  payments  may  also  impact  rural 
hospitals  ability  to  seek  external  financing.  On  the 
other  hand,  average  occupancy  in  rural  hospitals 
is  quite  low  (54  percent  in  1984),  and  rural  hos- 
pitals may  find  that  it  is  not  desirable  to  replace 
all  existing  assets. 

Sole  Community  Providers. — States  vary  sig- 
nificantly in  the  percent  of  hospitals  that  are  des- 
ignated under  the  categories  of  Sole  Community 
Providers  or  Rural  Referral  Centers  (see  Table 
A-29).  Further  work  will  be  required  to  determine 
whether  this  distribution  appears  reasonable, 
given  the  demographic  characteristics  of  each 
state. 


Table  A-29.— Number  Of  Sole  Community  Providers  And  Rural  Referral  Centers 
In  Each  State,  Percentage  Of  Hospitals  In  Each  State,  1984 


State 

Sole  Community 
Providers 

Rural  Referral 
Centers 

Rural  Referral 
Center  And  Sole 
Community  Provider 

§ 

%  Of  Hospitals 
In  State 

# 

%  Of  Hospitals 
In  State 

§ 

%  Of  Hospitals 
In  State 

Alabama  

1 

0.7% 

— 

Alaska   

....  11 

42. (J  To 

6 

23.1 

1 

3.8% 

Arizona  

1 i 

1  R  R 

Arkansas  

....  1 

1.0 



_ 

California  

DO 

.  .  .  .  00 

o.b 

1 

0.2 

Colorado  

1  7 

....    \  I 

17  o 
I  /  .O 

i 

1  n 
1  .U 

Connecticut  





4 
1 

1  c 

1.0 

Delaware  

1 

7.1 

Florida   

c 

2 

0.8 

Georgia  

i 

U.O 

7 

3.7 

Hawaii  

....  4 

lb. 4 

Idaho  

n 

....  O 

C  O 

b.o 

5 

9.6 

Illinois  

A 

1  A 

4 

1.4 

Indiana   

5 

3.8 

Iowa  

....  1 

0.7 

5 

3.6 

Kansas   

-7 

....  / 

2 

1.2 

Kentucky   

....  D 

b.U 

7 

5.8 

o 

I 

1 .7 

Louisiana  

r- 

....  0 

J. 2 

2 

1.3 

Maine  

Q 

  y 

1  Q  1 

2 

4.3 

Michigan  

c 

....  D 

5 

2.2 

1 

U.4 

Minnesota   

....  5 

2.8 

2 

1.1 

1 

0.6 

Mississippi  

....  1 

0.8 

8 

6.8 

Missouri  

....  6 

3.6 

1 

0.6 

Montana  

....  28 

41.8 

3 

4.5 

1 

1 .5 

Nebraska  

....  26 

23.6 

2 

1.8 

2 

1 .8 

Nevada   

New  Hampshire .... 

o 

....  o 

Q  Q 
O.O 

2 

5.9 

New  Mexico  

01 

Q7  R 

1 

1  Q 

North  Carolina  

....  1 

0.6 

9 

5.7 

— 

— 

North  Dakota  

....  21 

36.2 

2 

3.4 

Ohio  

i 

n  4 

11 

4.7 

Oklahoma  

7 

4.9 

8 

5.6 

1 

0.6 

Oregon  

11 

13.3 

4 

4.8 

Pennsylvania  

1 

0.3 

7 

2.2 

South  Carolina  

1 

1.1 

2 

2.2 

South  Dakota  

15 

22.1 

1 

1.5 

1 

1.5 

Tennessee   

2 

1.2 

1 

0.6 

Texas   

11 

2.0 

3 

0.5 

Utah  

12 

27.3 

Vermont  

6 

31.6 

1 

5.3 

Virginia   

6 

4.4 

3 

2.2 

1 

0.7 

Washington  

12 

9.8 

4 

3.3 

West  Virginia  

3 

4.0 

5 

6.7 

Wisconsin   

4 

2.5 

Wyoming   

....  13 

41.9 

SOURCE:  Fiscal  Year  1984  Health  Care  Financing  Administration  Provider  Specific  Files. 
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INTRODUCTION 

Appendix  B  presents  background  materials  re- 
lated to  the  Commission's  recommendations  on 
incremental  improvements  in  DRG  classification 
and  calculation  of  payment  amounts. 

Among  the  most  serious  concerns  about  the  fu- 
ture of  PPS  is  the  adequacy  of  the  DRG  patient 
classification  system  as  a  measure  of  a  hospital's 
mix  of  cases  for  the  purpose  of  determining 
payments. 

The  Commission  is  keenly  aware  of  the  debate 
regarding  the  current  use  of  DRGs  by  the  Medi- 
care program.  ProPAC's  recommendations  on 
case  mix  measurement,  coding,  individual  tech- 
nologies and  specific  DRGs  collectively  reflect  a 
still  evolving  perception  of  the  most  appropriate 
approaches  to  problems  of  excessive  heterogeneity 
within  DRGs,  especially  heterogeneity  related  to 
case  complexity  and  severity  of  illness. 

ProPAC's  analyses  demonstrate  that  the  cur- 
rent DRG  system  can  incorporate  new  costly  tech- 
nologies such  as  MRI,  ESWL,  and  implantable 
defibrillators,  as  well  as  respond  to  special  prob- 
lems such  as  the  high  device  costs  associated  with 
increased  use  of  sophisticated  cardiac  pacemakers. 

At  the  same  time,  the  Commission  is  convinced 
of  the  need  for  a  thorough  evaluation  of  the  use 
of  DRGs  as  a  measure  of  case  mix.  This  includes 
the  system's  interaction  with  such  other  PPS  is- 
sues as  adjustments  for  differences  in  local  wage 
rates,  outlier  payments,  calculation  of  the  stand- 


ardized amount,  and  geographic  variations  in 
practice  patterns. 

Following  this  introduction  is  a  list  of  topics 
currently  under  review  that  were  identified  by  the 
Commission  or  outside  groups  as  possibly  need- 
ing DRG  classification  or  payment  amount  ad- 
justment. A  second  list  follows,  consisting  of 
topics  examined  but  currently  not  under  review 
because  of  a  determination  that  recalibration  of 
DRG  weights  will  correct  the  problem,  the  num- 
ber of  cases  is  small,  or  the  service  is  currently 
not  covered  by  the  Medicare  program. 

The  section  continues  with  discussion  of  sev- 
eral generic  issues  affecting  the  DRGs'  capacity 
to  encompass  new  costly  technologies  and  expen- 
sive devices.  Cutting  across  all  of  the  discussion 
of  DRG  measurement  issues  is  the  matter  of  diag- 
nostic and  procedural  coding;  the  appendix  offers 
a  review  of  the  history  and  current  utilization  of 
ICD-9-CM  codes. 

As  indicated  in  Commission  Recommendation 
20,  ProPAC  believes  that  additional  evaluation 
and  analysis  are  necessary  prior  to  considering 
whether  to  replace  or  modify  the  DRGs  using  an 
alternative  case-mix  system.  The  Commission  in- 
tends to  continue  to  monitor  the  development  of 
alternative  case-mix  systems  and  assess  their  ca- 
pability as  a  Medicare  case-mix  measurement  sys- 
tem. This  appendix  concludes  with  material 
describing  five  major  systems. 
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TOPICS  PREVIOUSLY  CONSIDERED 

PROSPECTIVE  PAYMENT  ASSESSMENT  COMMISSION 

DRG  CLASSIFICATION  AND  WEIGHT  ANALYSIS 
TOPICS  PREVIOUSLY  EXAMINED 


Topic 
Number 


TOPIC 
o  Issues 


Topic  is  Not  Currently  Under 
Analysis  Because: 


1-85 


2-85 


3-85 


ACUTE  MYOCARDIAL  INFARCTION 

o    Changes  in  practive  patterns  since 
1981  may  have  led  to  a  decrease  in 
the  length  of  stay  for  patients 
treated  for  AMI.  Resource 
utilization  for  patients  may  also 
be  lower  than  in  1981. 


ALCOHOL  AND  DRUG  DEPENDENCE 
o    Rehabilitation  and  detoxifica- 
tion are  separate  treatments  that 
use  different  resources.  However, 
these  cases  are  classified  into 
the  same  DRG. 
o    HCFA  orginally  exempted  alcohol/drug 
hospitals  and  distinct  units  for  one 
year,  but  extended  that  exemption 
for  a  second  year  in  its  September 
1985  regulations. 


BONE  MARROW  TRANSPLANTATION 

o    Patients  undergoing  bone  marrow  o 
transplantation  may  be  grouped 
into  DRGs  with  cases  requiring 
fewer  resources. 

o    This  grouping  problem  partially 

exists  because  there  are  no  specific 
procedure  codes  for  bone  marrow  o 
transplantion .     Therefore,  cases 
are  predominantly  classified 
according  to  the  medical  conditions 
being  treated. 


Annual  recalibration  of  the 
DRG  weights  should  account 
for  practice  pattern  change 
since  1981. 

Because  the  therapy  is  still 
evolving,  periodic 
reconsideration  of  this 
topic  may  be  appropriate. 


The  propos 
reclassif i 
substance 
DRGs  appea 
clinically 
reflect  mo 
difference 
consumptio 
alcohol  de 
rehabil ita 
ProPAC  wil 
monitor  st 
by  others 
the  change 
the  Secret 


ed 

cation  of  the  5 
and  alcohol  abuse 
rs  to  be 

coherent  and 
re  accurately  the 
s  in  resource 
n  and  LOS  between 
toxification  and 
tion  treatments. 
1  continue  to 
udies  conducted 
and  the  impact  of 
s  implemented  by 
ary. 


Few  Medicare  beneficiaries 
undergo  the  procedure. 
Patients  over  the  age  of  65 
are  presently  not 
considered  candidates  for 
this  procedure. 
This  topic  may  be  reviewed 
again  when  it  becomes  more 
widely  adopted. 
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TOPICS  PREVIOUSLY  EXAMINED 


Topic 
Number 


TOPIC 
o  Issues 


Topic  is  Not  Currently  Under 
Analysis  Because: 


5-85 


7-85 


CATARACT  EXTRACTION  AND  INTRAOCULAR 

LENS  IMPLANTATION 

o    The  weight  for  DRG  39  may  not 
reflect  the  increased  use  of  an 
intraocular  lens  following 
cataract  removal  since  1981. 


8-85 


11-85 


CORONARY  ARTERY  BYPASS  GRAFT 
SURGERY 

o    Length  of  stay  for  patients 

receiving  coronary  artery  bypass 
graft  surgery  may  have  decreased 
since  1981.  Consequently,  this 
procedure  may  be  reimbursed  at  a 
higher  rate  relative  to  alternative 
nonsurgical  therapy  which  may  be 
equally  as  effective  in  many  cases. 

CYCLOSPORINE 

o     As  a  result  of  the  FDA  approval 
of  cyclosporine  in  1983,  length 
of  stay  for  patients  receiving 
organ  transplants  may  have 
decreased . 


DIABETES 

o     Patients  with  a  principal 

diagnosis  of  diabetes  receiving 
a  kidney  transplant  are  grouped 
into  DRG  468   (Unrelated  OR 
Procedure)   instead  of  DRG  302 
(Kidney  Transplant) . 


Annual  recalibration  of  the 
DRG  weights  should  account 
for  the  increased  use  of 
the  intraocular  lens. 
Cataract  extraction 
and  introcular  lens 
implantion  should  continue 
to  be  monitored  to  determine 
if  the  types  of  patients 
treated  as  hospital 
inpatients  have  changed 
with  increased  outpatient 
surgery. 


Annual  recalibration  of  the 
DRG  weights  should  account 
for  practice  pattern  changes 
since  1981. 

CABGS  should  be  considered 
as  a  case  example  in  a 
study  of  practice  pattern 
variation. 


Annual  recalibration  of  the 
DRG  weights  should  account 
for  the  increased  use  of 
cyclosporine  and  the 
resulting  decrease  in  LOS 
for  patients  receiving  an 
organ  transplant. 


HCFA  proposed  in  its 
September  1985  regulations 
to  classify  diabetic 
transplant  patients  into 
DRG  302. 
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TOPICS  PREVIOUSLY  EXAMINED 


Topic 
Number 


TOPIC 
o  Issues 


Topic  is  Not  Currently  Under 
Analysis  Because: 


The  diabetes  DRGs  are  split 
according  to  age  and  not 
complications  and  comorbidities, 


No  reclassification  is 
necessary  for  diabetes 
with  complications  and 
comorbidities.     The  current 
DRGs  for  diabetes  account 
for  complications  and 
comorbidities . 


12-85 


26-85 


17-85 


DUAL  JOINT  PROCEDURES  IN  ONE 
HOSPITALIZATION 

o    Cases  involving  multiple  joint 
replacement  may  be  underpaid. 

o    Bilateral  hip  replacement  and 

other  dual  joint  replacements  may 
be  performed  in  one  hospital  stay 
for  a  certain  subset  of  patients. 
The  DRG  assignment  and  payment  is 
the  same  whether  one  or  two  joints 
are  replaced  during  the  stay. 

EPIKERATOPHAKIA 

o    New  technology  for  treatment  of 

certain  eye  conditions, 
o    Cases  may  be  classified  into  a 

DRG  with  less  resource  intensive 

patients . 
o    There  is  currently  no  procedure 

code  for  this  procedure. 


INFECTIVE  ENDOCARDITIS 

o    Length  of  stay  from  the  1981 

MEDPAR  database  for  patients  being 
treated  for  infective  endocarditis 
appears  to  be  shorter  than  the 
recommended  LOS  for  treatment. 


HCFA  has  proposed  in  its 
September  1985  regulations 
to  create  DRG  471  for 
multiple  joint  procedures. 
This  new  DRG  would  more 
appropriately  reflect 
resource  utilization  when 
two  joints  are  replaced. 


This  procedure  is  not 
currently  a  Medicare- 
covered  procedure. 
Further  analysis  may  be 
undertaken  if  the  procedure 
is  covered  under  the 
Medicare  program  and 
becomes  more  common  among 
patients  over  age  65. 


It  appears  that  the 
arithmetic  mean  length  of 
stay  for  patients  being 
treated  for  infective 
endocarditis  was 
appropriate . 

There  was  some  confusion 
between  the  arithmetic  and 
geometric  means. 
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TOPICS  PREVIOUSLY  EXAMINED 


Topic 
Number 


TOPIC 
o  Issues 


Topic  is  Not  Currently  Under 
Analysis  Because: 


28-85 


1-86 


THORACO- ABDOMINAL  AORTIC  ANEURYSM 
RESECTION 

o  Costly,  new  surgical  procedure, 
o    Cases  may  be  classified  in  DRGs 

with  less  resource-intensive 

patients . 


HYPERTHERMIC  ISOLATED  PERFUSION 
o    New,  more  costly  treatment  for 

certain  malignancies  of  the 

extremeties,  currently  not  covered 

by  Medicare, 
o    Diagnostic  and  procedural  coding  may 

be  inadequate  to  identify  the 

procedure . 


Procedure  performed  on  a 
small  number  of  individu- 
als. 

Use  this  procedure  as  an 
example  in  staff  work 
related  to  severity  of 
illness  and  diagnostic  and 
procedure  coding. 


Procedure  is  not  a 
Medicare-covered  service. 
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PAYING  FOR  COSTLY  NEW  TECHNOLOGIES  UNDER 
MEDICARE'S  PROSPECTIVE  PAYMENT  SYSTEM 


Concern  has  been  raised  that  the  financial  in- 
centives of  PPS  may  have  an  adverse  impact  on 
the  development,  adoption,  and  diffusion  of  cost- 
ly new  medical  technologies.  Three  major  ques- 
tions embody  this  concern: 

1.  How  might  the  new  hospital  and  manufac- 
turer incentives  under  PPS  affect  the  devel- 
opment, adoption,  and  diffusion  of  new 
medical  technologies? 

2.  Are  the  current  PPS  mechanisms  to  create 
timely  and  appropriate  payments  adequate 
to  allow  the  development,  adoption,  and  dif- 
fusion of  costly  new  medical  technologies? 

3.  If  current  provisions  are  inadequate,  what 
other  mechanisms  might  be  available  to  en- 
courage the  development,  adoption,  and  dif- 
fusion of  costly  new  medical  technologies? 

These  matters  overlap  to  some  extent  with  those 
addressed  in  other  ProPAC  analyses.  The  goal  in 
what  follows,  however,  is  to  examine  the  unique 
problems  facing  technologies  that  are  both  new 
and  expensive;  PPS  issues  surrounding  established 
implantable  devices  (for  example,  pacemakers)  are 
being  examined  iri  the  analysis  of  expensive  de- 
vices. Similarly,  less  expensive  but  cost  increas- 
ing technologies  are  dealt  with  as  part  of  the  al- 
lowance for  scientific  and  technological  advances 
in  the  Discretionary  Adjustment  Factor  (DAF). 
Finally,  what  follows  is  devoted  almost  entirely 
to  evaluating  the  operating  costs  associated  with 
new  technologies.  ProPAC  analyses  concerning 
the  incorporation  of  capital  payments  into  PPS 
are  presented  in  Appendix  A. 

The  Impact  of  PPS  Incentives  on  the 
Development,  Adoption,  and  Diffusion 
of  New  Medical  Technologies 

The  purchasers  and  manufacturers  of  medical 
technologies  face  an  entirely  new  set  of  financial 
incentives  under  PPS.  Upon  recognizing  these 
constraints  within  the  payment  system,  hospitals 
and  manufacturers  may  alter  their  decisions  re- 
garding new  medical  technologies. 


Hospital  Incentives 

Hospitals  now  share  financial  risk  in  caring  for 
Medicare  beneficiaries.  These  providers  must 
therefore  make  careful  decisions  when  purchas- 
ing new  medical  technologies.  The  financial  in- 
centives of  the  system  will  encourage  hospitals  to 
purchase  new  technologies  that: 

•  Decrease  the  total  costs  of  care  per  ad- 
mission. 

•  Increase  admissions  for  some  profitable  cases 
and  decrease  admissions  for  other  cases. 

•  Shift  services  to  alternative  sites  in  some 
cases. 

Similarly,  the  financial  incentives  discourage 
hospitals  from  purchasing  quality-enhancing  tech- 
nologies that  increase  costs  per  discharge,  even 
if  the  technologies  are  cost-effective  in  the  long 
run.  On  the  other  hand,  additional  factors  (for 
example,  interest  in  providing  quality  care  and 
attracting  patients)  may  lead  hospitals  to  purchase 
some  of  these  cost-increasing  technologies.  The 
critical  issue  for  this  analysis  is  whether  adjust- 
ments are  necessary  in  PPS  to  provide  financial 
incentives  for  the  development  and  purchase  of 
costly  new  medical  technologies. 

Manufacturer  Incentives 

Manufacturers  are  encouraged  to  develop  the 
technologies  that  meet  the  hospital  demands  out- 
lined above.  At  the  earliest  stages  of  development, 
therefore,  manufacturers  consider  the  marketa- 
bility of  new  technologies.  Their  decisions  could 
affect  technologies  along  two  separate  dimensions: 

The  Types  of  Technologies  Available  to  Pur- 
chasers.— Real  or  perceived  payment  inadequa- 
cies may  affect  the  development  of  medical  tech- 
nologies along  the  spectrum  from  the  least 
expensive  hospital  supplies  to  the  most  expensive, 
capital  intensive  equipment.  It  seems  reasonable 
to  expect,  however,  that  the  greatest  impact 
would  be  on  the  most  costly  medical  technologies. 

The  Life  Cycle  of  Technologies.— Under  cost- 
based  reimbursement,  coverage  policy  decisions 
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by  third  party  payers  generally  affected  technol- 
ogy adoption  or  diffusion.  Under  PPS,  the  man- 
ufacturers may  also  consider  the  expected  future 
payment  levels  for  a  technology  while  it  is  still 
in  the  research  and  development  stages.  If  they 
perceive  that  future  payments  will  not  be  high 
enough  to  market  the  technology  with  an  ade- 
quate profit,  manufacturers  may  be  reluctant  to 
commit  further  research  and  development  funds. 
Thus  PPS  incentives  have  the  potential  to  affect 
new  technologies  throughout  their  entire  life  cycle. 

Current  Provisions  of  PPS  That 
Affect  the  Development,  Adoption, 
and  Diffusion  of  New  Medical 
Technologies 

The  Provisions  Within  PPS 

Early  in  the  development  of  PPS,  concerns  were 
raised  that  payments  for  cases  involving  quality- 
enhancing,  cost-increasing  technologies  might  lag 
behind  the  costs  for  those  cases.  As  a  result,  the 
system  has  several  provisions  to  encourage  timely 
and  appropriate  payments  for  new  technologies: 

Recalibration  (and  Reweighting)  of  DRGs. — 
This  provision  allows  payments  to  change  peri- 
odically and  therefore  reflect  new  patterns  of  prac- 
tice, including  the  use  of  new  technologies.  By 
law,  recalibration  must  occur  at  least  every  four 
years  but  can  be  performed  more  often.  The  Com- 
mission recommends  annual  recalibration.  (See 
Recommendation  14.) 

Reclassification  of  Discharges  Within  DRGs. — 
The  ability  to  reclassify  discharges  allows  the  sys- 
tem to  maintain  the  homogeneity  of  DRG  group- 
ings. Reclassification  can  occur  at  the  time  of 
recalibration  or  more  frequently.  The  Commis- 
sion recommends,  for  example,  reclassification  of 
some  cases  currently  assigned  to  DRG  341.  (See 
Recommendation  28.) 

ProPAC. — The  Commission  was  created  to  re- 
spond to  concerns  about  PPS  and  to  advise  the 
Secretary  on  the  update  factor  and  the  necessary 
changes  in  DRG  classification  and  weights. 

Update  Factor. — Medicare  payments  are  to 
change  each  year  by  the  amount  of  the  update 
factor.  Within  the  DAF  part  of  the  update  fac- 


tor, ProPAC  has  incorporated  the  concept  of  an 
additional  payment  in  order  that  hospitals  pur- 
chase cost-increasing,  quality-enhancing  technol- 
ogies. (See  Recommendation  2.) 

Payment  Adjustment  for  Teaching  Hospitals. — 

Medicare  pays  teaching  hospitals  for  the  higher 
costs  of  care  associated  with  graduate  medical  ed- 
ucation. Some  of  these  additional  costs  may  be 
due  to  the  hospitals'  traditional  role  in  the  devel- 
opment of  new  technologies. 

Outlier  Payments. — Hospitals  receive  addition- 
al payments  for  cases  with  extraordinary  lengths 
of  stay  and/or  costs.  Some  of  these  cases  may  in- 
volve the  use  of  new  technologies. 

Payment  for  Capital-Related  Costs  on  a  Rea- 
sonable Cost  Basis. — Many  costly  new  medical 
technologies  involve  substantial  capital-related 
costs.  Currently  these  are  paid  on  a  reasonable 
cost  basis.  This  provision  may  encourage  hospi- 
tals to  purchase  capital-intensive  technologies  in 
the  short  run  before  alternative  payment  mecha- 
nisms are  developed  for  capital.  (See  Recommen- 
dations 5  through  8.) 

Exceptions  and  Adjustments  for  Referral  Cen- 
ters.— The  Social  Security  Amendments  of  1983 
stipulate  that:  "The  Secretary  shall  provide  for 
such  exceptions  and  adjustments  to  the  payment 
amounts  ...  as  the  Secretary  deems  appropriate 
to  take  into  account  the  special  needs  of  regional 
and  national  referral  centers  ..."  Such  referral 
centers  may  play  a  major  role  in  use  of  new  tech- 
nologies. At  this  time,  however,  the  Secretary  has 
only  made  adjustments  for  rural  referral  centers 
by  allowing  them  to  be  paid  at  the  urban  rate. 

Current  PPS  Mechanisms  to  Provide 
Timely  and  Appropriate  Payments 
for  New  Technologies:  Potential 
Limitations  and  Countervailing 
Considerations 

Limitations 

There  are  several  situations  in  which  PPS  pay- 
ments early  in  the  adoption  of  a  technology,  de- 
spite the  efforts  of  HCFA  and  ProPAC,  may  be 
inadequate  to  cover  actual  costs.  These  situations 
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occur  when  data  are  insufficient  to  determine  ap- 
propriate classifications  and  weights,  or  when  the 
cases  involving  the  new  technology  consistently 
have  costs  above  the  mean  for  the  DRG.  Exam- 
ples include: 

Inadequate  Clinical  Information  To  Make  DRG 
Classification  Assignments. — At  the  time  Medi- 
care initially  pays  for  a  new  technology,  some 
technologies  may  still  be  undergoing  intense  clin- 
ical investigation.  Information  about  the  technol- 
ogy's effectiveness  relative  to  established  alterna- 
tives may  be  limited.  For  example,  Extracorporeal 
Shock  Wave  Lithotripsy  (ESWL)  was  recently  ap- 
proved by  the  FDA  and  covered  by  Medicare  for 
the  treatment  of  urinary  tract  stones.  The  long- 
term  effects  of  this  procedure  and  its  relative  ad- 
vantages over  competing  technologies,  however, 
are  unknown.  The  decisions  about  DRG  classifi- 
cation and  payment  might  have  been  different  had 
such  information  been  available. 

Inadequate  Cost  and /or  Charge  Information  To 
Set  Weights. — If  Medicare  is  to  pay  appropriately 
for  a  new  medical  technology,  the  system  must 
determine  the  average  costs  of  discharges  in  which 
the  technology  is  applied.  These  costs,  however, 
do  not  generally  appear  in  Medicare  data  bases 
prior  to  the  time  of  initial  coverage.  Thus,  clas- 
sification and  weighting  decisions  must  be  based 
on  other  data  sources.  In  some  cases,  such  data 
may  be  unavailable  or  inadequate.  Appropriate 
classification  or  weighting  may  be  impossible. 
ESWL  again  provides  an  excellent  example.  Few 
hospitals  in  this  country  had  used  ESWL  exten- 
sively prior  to  the  recent  FDA  and  HCFA  deci- 
sions. HCFA  and  ProPAC  have  based  all  classifi- 
cation and  weighting  analyses  on  the  limited  cost 
and  charge  data  from  these  institutions.  Data  col- 
lected during  this  research  period  may  not  reflect 
costs  and  charges  during  normal  use  of  the  tech- 
nology. 

Inability  To  Adjust  Current  Weights  for  All 
Relevant  DRGs. — Some  medical  technologies 
may  be  used  in  cases  that  are  classified  into  many 
different  DRGs.  Examples  include  magnetic  res- 
onance imaging  and  total  parenteral  nutrition.  Al- 
though the  average  costs  per  procedure  or  costs 
per  discharge  may  be  known  for  such  technol- 
ogies, it  may  be  difficult  to  identify  all  the  cases 


in  all  the  relevant  DRGs  because  use  of  most  tech- 
nologies is  not  coded  on  Medicare  bills.  Since  re- 
calibration  requires  that  the  relevant  cost  or 
charge  information  be  available  on  a  DRG-basis, 
and  since  it  may  occur  as  infrequently  as  every 
four  years,  a  substantial  lag  period  could  exist  be- 
fore the  costs  of  some  new  technologies  are  re- 
flected in  DRG  weights. 

Inability  of  the  Payment  System  To  Identify  Pa- 
tients Who  Use  More  Than  Average  Amounts  of 
Resources. — PPS  payments  are  calculated  to  re- 
flect the  average  costs  of  care  for  a  group  of  hos- 
pital discharges.  Some  technologies,  however,  are 
only  applied  to  certain  patients  who  might  incur 
higher  costs  than  the  average  case  in  the  DRG. 
The  ICD-9-CM  and  DRG  classification  systems 
are  limited  in  their  ability  to  identify  these  high 
cost  patients.  For  example,  patients  who  receive 
parenteral  nutrition  may  be  more  expensive  to 
treat  than  the  typical  patient  in  the  same  DRG. 
PPS  payments  may  fall  short  of  costs  in  such 
cases.  Hospitals  have  the  financial  incentive  to 
limit  the  use  of  these  expensive  technologies  or 
not  to  try  new  technologies  that  will  further  in- 
crease costs.  Thus  even  when  current  data  are 
available,  the  payments  for  these  discharges 
(based  on  average  costs  or  charges)  may  be  less 
than  costs  unless  changes  are  also  made  in  the 
DRG  classification. 

Countervailing  Considerations 

The  information  lags  and  other  imperfections 
described  above  will  always  result  in  at  least  some 
desirable  but  costly  new  technologies  being  un- 
derpriced.  This  does  not  imply,  however,  that 
these  technologies  will  be  systematically  excluded 
from  hospitals  or  made  inaccessible  to  Medicare 
beneficiaries.  The  following  incentives  may  en- 
courage hospitals  to  adopt  at  least  some  of  these 
technologies,  and  in  some  cases,  at  a  faster  pace 
than  in  the  past: 

Profits  Earned  From  DRG  Prices. — PPS  pro- 
vides an  opportunity  for  hospitals  to  earn  prof- 
its when  DRG  prices  exceed  the  hospital's  costs. 
Uses  of  surplus  revenues  are  varied — they  may 
be  used  to  develop  new  product  lines,  to  replace 
obsolete  facilities  and  equipment,  to  distribute 
earnings  to  shareholders  (in  the  case  of  for-profit 
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hospitals),  to  finance  care  to  uninsured  patients, 
or  to  defray  expenses  associated  with  the  adop- 
tion of  costly  new  technologies. 

Physicians. — While  Medicare  now  pays  for  in- 
patient hospital  services  on  a  per  case  basis,  phy- 
sician payment  remains  on  a  per  service  basis. 
Physicians  generally  benefit  when  a  hospital 
adopts  a  new  technology  because  it  affords  op- 
portunities to  provide  new  services  and  receive 
payment  on  a  fee-for-service  basis.  Physicians 
have  always  been  a  source  of  pressure  on  hospi- 
tals to  adopt  new  technologies  and  they  can  be 
expected  to  continue  this  pressure,  even  in  cases 
when  technologies  may  be  "unprofitable"  to  the 
hospital.  In  addition,  opportunities  exist  for  phy- 
sicians, or  physician  groups,  to  purchase  new 
technologies  when  hospitals  are  unable  or  unwill- 
ing to  do  so. 

Non-Price  Competition. — A  by-product  of  a 
more  competitive  hospital  industry  is  a  growing 
emphasis  on  strategies  for  attracting  patients.  The 
hospital  industry  has  always  had  "loss  leaders" 
under  cost  reimbursement,  and  competition  in- 
tensifies the  need  to  build  a  reputation  for  pro- 
viding a  superior  service.  Humana's  support  of 
its  artificial  heart  implantation  program  is  perhaps 
an  extreme  example  of  what  may  become  an  in- 
dustrywide phenomenon.  Since  hospitals  are  un- 
able under  PPS  to  compete  for  Medicare  patients 
on  the  basis  of  price,  adoption  of  costly  new  tech- 
nologies is  an  alternative  means  of  attracting  pa- 
tients away  from  competitors. 

Potential  Mechanisms  for  Altering 
the  Financial  Incentives  To  Develop 
and  Adopt  New  Medical  Technologies 

The  problems  facing  new  technologies  can  be 
addressed  on  a  case-by-case  basis,  or  alternatively 
they  can  be  dealt  with  generically.  Listed  below 
are  several  policy  options  within  each  of  these 
genera]  approaches.  Some  of  these  options  exist 
already  within  PPS,  while  the  remainder  repre- 
sent new  policy  alternatives. 

Addressing  Costly  New  Technologies 
on  a  Case-By-Case  Basis 

Costly  new  medical  technologies  could  be  ad- 
dressed under  PPS  on  a  case-by-case  basis.  Un- 


der this  approach,  the  "fix"  may  vary  significantly 
from  technology  to  technology,  with  the  goal  be- 
ing to  find  the  most  appropriate  payment  mech- 
anism for  the  specific  technology.  Examples  of  this 
approach  are  provided  in  the  papers  on  extracor- 
poreal shock  wave  lithotripsy  and  magnetic  res- 
onance imaging  found  elsewhere  in  Appendix  B. 

1.  Options  already  existing  within  PPS: 

•  Reweighting  or  "pricing"  of  certain  DRGs 
annually  or  more  often. 

2.  New  policy  alternatives: 

•  Temporary  assignment  of  cases  to  DRGs 
or  creation  of  temporary  DRGs.  Special 
procedure  codes  may  be  required  for  these 
assignments. 

•  Creation  of  cost  pass-throughs.  Once  cases 
using  a  new  technology  are  identified,  a 
mechanism  would  be  required  to  assess  the 
costs  of  care  and  provide  payments. 

•  Development  of  payment  adjustments  for 
hospitals  that  use  a  specific  new  technol- 
ogy. Such  adjustments  would  be  paid  only 
to  those  hospitals  using  the  new  tech- 
nology. 

Addressing  Costly  New  Technologies 
Generically 

Under  these  options,  the  problems  facing  cost- 
ly new  technologies  are  considered  together. 

1.  Options  already  existing  within  PPS: 

•  Changes  in  outlier  policy.  This  could  in- 
clude changes  in  the  payment  levels  or 
thresholds  under  current  outlier  policy  or 
creation  of  new  types  of  outliers  (for  ex- 
ample, technology  outliers). 

•  Changes  in  the  adjustments  for  teaching 
hospitals  or  referral  centers.  The  payment 
amounts  and  criteria  for  payment  could 
be  changed  for  teaching  hospitals  or  refer- 
ral centers. 

•  Recalibration  of  all  DRGs  annually. 

2.  New  policy  alternatives: 

•  Development  of  payment  adjustments  for 
hospitals  using  new  technologies.  Such  ad- 
justments would  be  paid  only  to  those  hos- 
pitals using  new  technologies. 
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Considerations  When  Evaluating 
the  Policy  Options 

When  evaluating  each  of  the  above  policy  op- 
tions, the  Commission  considered  the  following 
questions: 

•  What  is  the  magnitude  of  the  problem  being 
addressed  and  how  certain  is  the  estimate  of 
that  magnitude? 

•  What  type  of  technology  should  be  targeted? 
Should  financial  incentives  be  changed  for 
only  the  most  expensive  technologies  (i.e., 
the  "big  ticket"  items)  or  all  new  cost-increas- 
ing technologies? 

•  At  what  point  in  the  life  cycle  of  a  technol- 
ogy is  it  a  candidate  for  an  alternative  pay- 
ment mechanism?  How  long  should  a  new 
technology  be  supported  by  a  special  pay- 
ment mechanism? 

•  Who  decides  how  to  allocate  resources 
among  competing  technologies? 

•  How  difficult  will  the  system  be  to  adminis- 
ter for  providers  and/or  intermediaries? 

•  Will  the  system  have  the  desired  effect  of  en- 
couraging cost-effective  technologies?  Could 


it  encourage  the  "overuse"  of  some  tech- 
nologies? 

•  How  will  the  payment  mechanisms  affect 
providers'  and  manufacturers'  incentives  for 
efficiency? 

•  Should  a  goal  of  the  mechanism  be  to  pro- 
vide needed  information  on  the  appropriate 
payment  for  and  use  of  technologies? 

•  Will  the  payment  mechanism  affect  benefi- 
ciary access  to  new  technologies? 

•  What  will  be  the  source  of  funds  for  the  ad- 
justment? If  it  is  "budget  neutral,"  will  it  have 
an  adverse  impact  on  other  providers  or 
services? 

Commission  Actions 

The  Commission  believes  that  HCFA  should 
address  new  technologies  on  a  case-by-case  ba- 
sis, using  existing  policy  options  whenever  pos- 
sible. Commission  evaluations  of  two  such  new 
technologies,  magnetic  resonance  imaging  and  ex- 
tracoporeal  shockwave  lithotripsy,  appear  else- 
where in  this  section  of  the  Technical  Appendixes. 
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PPS  PAYMENTS  FOR  EXPENSIVE  PROSTHETIC  AND  IMPLANTABLE 
DEVICES  AND  OTHER  MEDICAL  SUPPLIES 


In  its  1984  Report  on  the  Appropriateness  of 
Hospital  Payments  for  Pacemaker  Implantation, 
ProPAC  identified  several  important  and  un- 
resolved issues  concerning  the  equity  of  hospital 
payments  and  quality  of  patient  care.  Some  of  the 
data  cited  in  the  report  suggested  that  the  prob- 
lems were  due  to  the  high  cost  of  pacemaker  units 
and  the  unique  cost  structure  of  hospital  dis- 
charges involving  their  implantation.  As  similar 
issues  arose  in  analyses  of  other  expensive  devices, 
the  Commission  decided  to  evaluate  on  a  generic 
basis  the  issues  concerning  PPS  payments  for  ex- 
pensive prosthetic  and  implantable  devices  and 
other  medical  supplies  (hereafter  termed  "expen- 
sive devices").1 

Identification  of  Expensive  Devices 
and  Methods  of  Analysis 

Using  an  operational  definition  of  an  expensive 
device  as  one  that  has  a  price  of  at  least  $300, 
ProPAC  developed  an  extensive  list  of  expensive 
devices  from  a  previous  Commission  list,  discus- 
sions with  manufacturers  and  hospital  purchas- 
ing agents,  and  detailed  reviews  of  hospital  sup- 
ply manuals,  hospital  inventory  lists  and  the  1985 
Medical  Device  Register.  Approximately  70  differ- 
ent devices  associated  with  104  ICD-9-CM  pro- 
cedure codes  were  identified  and  appear  in  Table 
B-l. 

The  1984  PATBILL  file  was  then  searched  for 
all  discharges  with  the  designated  procedure 
codes.  Although  expensive  device  discharges  were 
identified  in  413  different  DRGs,  many  of  these 
DRGs  had  only  one  or  a  few  discharges  involv- 
ing a  device.  The  list  was  therefore  reduced  to  the 


■The  staff  of  the  Project  HOPE  Center  for  Health  Affairs,  under 
ProPAC  contract  number  T31416362,  worked  with  the  Commis- 
sion staff  on  many  of  these  analyses. 


36  DRGs  with  the  greatest  number  of  expensive 
devices;  the  cases  in  these  DRGs  reflected  the  vast 
majority  of  expensive  device  discharges.  Table  B-2 
presents  the  36  DRGs  and  the  associated  devices. 
Table  B-3  presents  summary  PATBILL  data  on 
these  same  DRGs,  including  the  number  of  expen- 
sive device  cases,  the  percent  of  total  cases  involv- 
ing expensive  devices  in  each  of  the  DRGs,  and 
the  ratio  of  supply  costs  to  total  costs  for  all  dis- 
charges and  for  just  the  expensive  device  cases. 

The  majority  of  analyses  was  performed  on 
1984  PATBILL  discharges  in  these  36  DRGs.  For 
cases  in  each  of  the  DRGs,  1986  payments  were 
compared  to  1986  estimated  costs.  Payments  were 
calculated  from  the  ProPAC  PPS  Payment  Model. 
This  model  calculates  a  unique  payment  for  each 
hospital  based  on  the  institution's  hospital  spe- 
cific payment  amount,  its  location  (region  and  ur- 
ban/rural), area  wage  index,  and  indirect  teach- 
ing adjustment.  Payments  were  estimated  using 
varying  proportions  of  federal  and  hospital  spe- 
cific payments.  The  final  results  of  all  analyses 
were  independent  of  the  proportions  used  in  the 
payment  equation. 

Two  alternative  cost  estimates  were  developed 
for  each  discharge.  The  first  method  involved 
multiplying  the  1984  routine  and  special  care  days 
and  ancillary  charges  by  the  appropriate  1981 
Medicare  Cost  Report  per  diems  and  ratios  of 
costs-to-charges,  with  the  total  then  inflated  to 
a  1986  rate.  In  the  second  method,  the  1984  total 
covered  charge  was  multiplied  by  .72  (the  histori- 
cal average  cost-to-charge  ratio)  and  then  inflated 
to  a  1986  level.  The  results  in  terms  of  direction 
and  statistical  significance  were  not  sensitive  to 
the  selection  of  one  or  the  other  cost  measure.  Fur- 
thermore, the  conclusions  drawn  in  this  paper  are 
not  generally  dependent  on  the  absolute  values 
of  the  cost  estimates,  but  rather  the  relative  costs 
of  one  institution  to  another. 


Table  B-1.— Expensive  Devices:  Procedure  Codes  And  Range  Of  List  Prices 


Procedure  Representative  Range 

Device  Code(s)  Of  1985  List  Prices 


Orthopedics 

Ankle: 


Total   

81.48 

$527-1 ,030 

Talar  

81.48 

267-490 

Tibial  

.  .  81.48 

260-540 

Elbow: 

Total   

81.84 

800-1 ,760 

Humeral   

81.84 

650-900 

Ulnar  

81.84 

590-790 

Radial   

81.84 

145-220 

Hip: 

Total   

.  81.51,  81.59 

709-2,360 

Stems   

.  81.61,  81.62 

400-1,770 

Cup   

81.63,  81.64 

1 50-650 

Endoprosthesis  (Fern.  Head)  

81.61-64,  81.69 

260-1,770 

Resurfacing  Shells  

81.51,  81.59,  81.61-64 

205-515 

Rods: 

Femoral  

78.55,  79.35 

1 82-483 

Humeral   

78.52,  79.31 

320 

Shoulder: 

Total   

81.81,  81.83 

990-1,170 

Glenoid  (Scapular  Cup)   

81.81,  81.83 

110-480 

.  .  0  1 .01 ,  0  1 .00 

*}a  o  con 

Thumh  Pro^thp^ic; 

81  71 

280 

Knee: 

Total   

81  41 

779-3  280 

Ppmnral 

81  41 

360-1  560 

Tibial 

81  41 

304-1  280 

Patplla 

81  41 

1 15-340 

Plate: 

Condvlar 

79  35 

1 95-595 

Sac  roil  Mac 

79  39 

475-525 

Wrist: 

Joint 

81  86  81  87 

304-580 

normal  floliimn  Stimulator 

03  93 

3  270-3  850 

Mandihnlar  Ronp  Platp 

76  41 

670-735 

Cardiovascular 

Pacemakers: 

Single-Chamber,  Programmable  .  . 

.  .  37.70,  37.73-74,  37.76,  37.85, 

2,795-4,500 

99.79 

Single-Chamber,  Non- 

Programmable   

37.70,  37.73-74,  37.76,  37.85 

2,095-2,750 

Dual-Chamber,  Programmable .... 

37.73-77,  99.79 

3,950-6,000 

Leads  (Permanent)   

37.81,  37.82 

450-595 

Cardiac  Membrane  Oxygenators  + 

(Cardiotomy  Reservoir)  

,  ,  39.61 

oUU-4o4  +  (oo) 

A nni i Innl a^tv  Rinn 

35  33 

350-375 

IntrA-Anrtip  Rallnnn  f^zithptpr 

(Percutaneous) 

37  61 

420-595 

PTCA  Catheter  

36.0,  38.66 

160-400 

Xenograft  Heart  Valves: 

Aortic  

35.21 

1,195-2,100 

Mitral/Tricuspid  

35.23,  35.27 

1,195-2,100 

Pulmonic  Conduct   

35.25 

2,375 

Mechanical  Heart  Valves: 

Aortic  

35.22 

2,095-2,375 

Mitral/Tricuspid  

35.24,  35.28 

2,095-2,125 

Pulmonic  Graft  Valve  

38.45,  35.26 

2,375 

Implantable  Defibrillator  

To  Be  Determined 

14,500 

Surgical  Implants 

2,875-4,375 

Infusion  Pump  (Liver  Cancer)  

(54.11  or  54.12)  +  (38.91  or 

86.09)  +99.25 

Table  B-1.— Expensive  Devices:  Procedure  Codes  And  Range  Of  List 

Prices— Continued 


Procedure  Representative  Range 


Device 

Code(s) 

Of  1985  List  Prices 

Vascular  Grafts  

38.40-38.49,  36.91 

160-810 

Cardiovascular  Patch  (PTFE)  

35.51,  35.53,  39.57,  39.58 

180-800 

Portacath: 

Arterial   

38.91 

350-460 

Peritoneal  

54.93 

460 

Venous   

38.93 

402-460 

Penile  Prosthesis: 

Inflatable  

64.95 

1,980-3,000 

Malleable   

64.95 

530-1,120 

Mammary  Prosthesis  (Inflatable)  .  .  , 

85.54,  85.7,  85.93 

148/295  (pair)- 

QO  Q7     QC  7 
.  OO.Of,  OO.f 

CM  C 
040 

Tissue  Expander   

OC  CO     OC  C  A      QC  "7     QC  fiO 

inn  a  a  n 
JUU-44U 

04.  y4 

T7C  HOC 
Or  0-4<£0 

Vaginal  Stent  

.  .  70.62 

<>4o-o4U 

Arteriovenous  Shunt  

,  oy.^y,  oy.yo,  oy.y4 

ooc  o  Qnn 

Urinary  Incontinence  Device 

(Mechanical,  Hydraulic)  

. .  o/.yy 

con  o  7on 

Wona  Paua  F-iltor 

7 

Phrenic  Nerve  Stimulator  

34.85 

7,420-16,905 

Hakin  Valve  Unit  

02.2,  02.31-02.39,  02.42 

290-385 

ENT  &  Ophthalmics 

Ear  Implants: 

Membrane  

19.52-.55,  19.6 

450-650 

Ossicular  (Used  In  Multiples) 

19.11,  19.21,  19.29,  19.3, 

90/part-155/part 

19.53 

Facial  Implants  

76.92 

74-3,000 

Blocks/Sheets  (Used  In  Multiples)  . . 

. .  76.92,  86.60 

50-450 

Lens,  Implant  Intraocular 

(Anterior,  Posterior  Chambers)  . 

. .  13.70-.72 

100-500 

SOURCE:  Information  collected  by  Project  HOPE  Center  for  Health  Affairs  (ProPAC  Contract  Number  T-3146362). 
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Table  B-3.— Expensive  Device  DRGs:  Number  Of  Cases  And  Supply  Costs 


Expensive  Device  Cases 


Supply  Costs  As  Percent 


DRG 


Number 

Percent  of 
Total  Cases 

Of  Total  Costs 

EDS  Only 

All  Discharges 

4  367 

99  9 

9.4 

8.4 

120 

3  3 

19.9 

7.3 

75  9 

22.9 

21.7 

fi?R 

0£0 

7.2 

8.5 

7.6 

2  024 

13.5 

9.1 

8.1 

4*i7 

4  9 

8.9 

6.6 

1R7 

1  Q 

10.0 

6.6 

<- ,  /  DO 

9fi  fl 

16.6 

16.5 

Q  4R9 

9 

17.0 

17.0 

49  9 

12.9 

12.9 

13.5 

13.2 

84? 

100.0 

13.6 

13.6 

1  743 

41 .7 

14.6 

13.3 

18  719 

JO,  t  Oct 

7ft  fi 

1  o.o 

12.1 

12.1 

fi  947 

71  4 

11.5 

11.6 

14  47fi 

1^  7 

OJ.  1 

11.5 

10.9 

7  173 

100.0 

28.4 

28.4 

47  987 

^ 1 , ^O 1 

100.0 

37.5 

37.5 

2  367 

50.1 

30.0 

24.8 

7  fifi5 

100.0 

43.2 

43.2 

17.8 

10.6 

9.6 

87  014 

65.5 

22.1 

18.8 

91  4R1 

v?0,*+0  I 

Rfi  9 

OU.  C7 

11.9 

11.8 

fi  4m 

ftn  9 

11.5 

11.5 

ft^ 

n  i 

9fi  ft 

I .  1 

4,670 

30.8 

9.4 

9.9 

1,088 

15.2 

9.7 

10.4 

2,270 

21.8 

14.7 

11.0 

1,452 

25.6 

14.9 

11.6 

220 

1.6 

13.1 

9.6 

4,716 

34.3 

10.2 

10.0 

3,563 

32.8 

26.3 

16.1 

1,351 

2.7 

7.5 

5.7 

266 

2.9 

8.3 

4.7 

1,392 

2.0 

10.9 

5.7 

1,487 

100.0 

20.4 

20.4 

1 . . . 

4.  .  . 
39.  . 
53. . 
55.  . 
76. . 
77.  . 
104. 
105. 
106. 
107. 
108. 
109. 
110. 
111 . 
112. 
115. 
116. 
117. 
118. 
191  . 
209. 
210. 
211  . 
214. 
218. 
219. 
223. 
224. 
308. 
315. 
341  . 
403. 
404. 
410. 
471  . 


SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files.  Analysis  by  Project  HOPE  Center  for  Health  Affairs  (ProPAC 
Contract  Number  T-31416362). 


After  identifying  the  expensive  cases  and  their 
associated  costs  and  charges,  ProPAC  then  exam- 
ined four  related  issues  concerning  the  use  of  and 
payment  for  expensive  prosthetic  and  implanta- 
ble devices  and  other  medical  supplies. 

The  issues  are: 

•  Does  an  atypical  cost  structure  in  expensive 
device  cases  lead  to  inappropriate  payments 
for  some  hospitals? 

•  Do  methods  of  calculating  DRG  weights  un- 
derestimate the  cost  of  expensive  devices? 

•  Do  total  costs  per  discharge  for  some  devices 
exceed  total  PPS  payment  by  a  significant 
amount? 


•  Do  substantial  cost  differences  among  the 
various  models  of  a  device  influence  the 
choice  of  a  device  for  implantation? 

Atypical  Cost  Structure 

PPS  adjusts  individual  hospital  payments  to  re- 
flect differences  in  certain  costs  over  which  the 
institutions  may  not  have  control.  These  adjust- 
ments, based  on  averages  across  all  discharges  and 
hospitals,  are  for  hospital  location  (urban/rural 
and  region  of  the  country),  local  wage  rate,  in- 
direct medical  education  and  outlier  cases.  Dis- 
charges involving  expensive  devices,  however,  are 
atypical.  They  have  a  higher  percentage  of  costs 
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Figure  B-1.— The  Relationship  Between  Area  Wage 
Index  And  Hospital  Costs  And  Payments  For 
Discharges  In  DRG  118  (Pacemaker  Replacement) 
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that  are  unrelated  to  the  local  wage  rate  because 
the  devices  are  sold  in  a  national  market.  Since 
the  PPS  wage  adjustment  applies  equally  to  all 
cases  in  all  DRGs  based  on  average  labor-related 
costs  of  about  80  percent,  payments  in  the  device 
DRGs  may  be  inappropriate.  Some  hospitals  may 
be  overpaid  while  other  institutions  are  un- 
derpaid. 

ProPAC  Analysis 

Using  multiple  regression  analysis,  ProPAC  cal- 
culated the  individual  effects  of  the  area  wage  rate, 
the  indirect  teaching  adjustment  and  hospital  loca- 
tion (urban/rural)  on  hospital  gains  and  losses 
(i.e.,  payments  minus  costs)  and  on  the  ratio  of 
payments  to  costs.  The  findings  were  as  follows: 

•  Area  Wage  Index. 
DRGs  In  Which  The  Majority  of  Cases  In- 
volve Expensive  Devices.  Hospitals  in  high 
wage  rate  areas  receive  a  significantly2  higher 
payment,  relative  to  costs,  for  the  DRGs  with 
a  high  proportion  of  cases  involving  expen- 
sive devices  and  with  a  high  ratio  (i.e.,  gen- 
erally greater  than  20  percent)  of  supply  costs 
to  total  costs.  That  is,  for  DRGs  39, 105, 115, 
116  and  118,  merely  being  located  in  a  city 
with  a  high  area  wage  index  results  in  a  sig- 


nificantly higher  gain  (i.e.,  payments  minus 
costs).  A  similar  effect  was  present  for  DRG 
471  but  the  result  was  not  statistically  sig- 
nificant because  of  the  small  number  of  cases 
in  the  DRG.  Figure  B-1  presents  data  for 
DRG  118,  but  illustrates  a  relationship  that 
exists  for  all  these  DRGs.  Although  costs  are 
somewhat  higher  in  locations  with  higher 
wage  rates,  payments  are  substantially  great- 
er in  those  same  areas.3  The  magnitude  of  this 
effect  is  also  demonstrated  in  Table  B-4.  The 
values  in  the  table  reflect  the  additional  gain 
associated  with  being  in  a  city  with  an  area 
wage  index  .5  units  greater  than  for  another 
hospital.4 

DRGs  That  Combine  Expensive  Device 
Cases  With  Other  Discharges.  In  a  number 
of  DRGs,  discharges  involving  expensive  de- 
vices are  combined  with  many  not  involv- 
ing expensive  devices.  Although  none  of 
these  DRGs,  when  examined  in  total,  dem- 
onstrated the  effect  of  the  area  wage  index 
described  above,  eight  showed  a  significant 
effect  for  just  the  expensive  device  cases.  (See 
Table  B-5  for  a  complete  list.)  Thus,  for  these 
DRGs,  hospitals  in  high  wage  areas  have 
higher  gains  for  the  expensive  device  cases, 
but  this  payment  distortion  "averages  out" 
over  all  the  cases  in  those  DRGs. 
Indirect  Teaching  Adjustment. 
In  a  majority  of  the  DRGs  examined,  teach- 
ing hospitals  had  significantly  higher  gains 
than  non-teaching  hospitals,  irrespective  of 
the  proportion  of  discharges  involving  a 
device. 

Urban  and  Rural  Location. 
There  was  no  consistent  relationship  between 
location  (urban  vs.  rural)  and  hospital  gains 
for  expensive  device  cases.  In  some  expen- 
sive device  DRGs,  urban  hospitals  had  higher 
payments  relative  to  costs  while  in  other 
DRGs,  the  opposite  relationship  was  true. 


'For  these  analyses,  the  term  significant  implied  both  a  statistical 
significance  at  the  p  <  .05  level  and  an  additional  gain  of  at  least 
10  percent  of  average  cost  associated  with  a  .5  difference  in  area 
wage  index. 


3Although  Figure  B-1  shows  average  payments  greater  than  aver- 
age costs  for  all  wage  index  values,  this  relationship  is  not  neces- 
sary to  demonstrate  a  significant  area  wage  index  effect.  The  criti- 
cal factor  is  significantly  different  slopes  for  the  cost  and  payment 
lines. 

"■ProPAC  also  recommends  reclassification  of  device  cases  in  DRG 
117.  See  Recommendation  26. 
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Table  B-4.— Additional  Gain  Associated  With  A  0.5  Higher  Value  For 
The  Area  Wage  Index 


Additional  Gain 

DRG  Brief  Description  (Payments  Minus  Costs) 


39  Lens  Procedures  $  303 

105  Cardiac  Valve  Procedure  W/Out  Cath  4,192 

115  Pacemaker  With  AMI  Or  CHF  2,511 

116  Pacemaker  W/Out  AMI  Or  CHF  2,170 

118  Pacemaker  Replacement  2,086 


SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files.  Analysis  by  Project  HOPE  Center  for  Health  Affairs  (ProPAC 
Contract  Number  T-31416362). 


Conclusions 

•  In  DRGs  39,  105,  115,  116  and  118,  the  PPS 
payment  adjustment  for  the  area  wage  index 
results  in  inappropriate  gains  for  hospitals  in 
cities  with  high  wage  rates  and  inappropriate 
reduction  in  payments  for  hospitals  in  low  wage 
rate  areas.  This  policy  provides  some  hospitals 
with  undesirable  financial  incentives  to  change 
the  services  they  offer.  One  simple  solution  to 
the  problem  would  be  to  modify  the  labor  por- 
tion of  the  standardized  amounts.  Currently  set 
at  approximately  80  percent,  the  labor  portion 
could  be  reduced  in  these  DRGs.  The  correct 
percentage  value  could  be  estimated  from  wage 
data  currently  being  generated  by  HCFA  or 
from  ProPAC  data  on  supply  costs. 

•  Adjustments  should  also  be  considered  for 
DRGs  471,  209,  and  104.  The  area  wage  index 
effect  is  likely  to  be  significant  in  the  future  for 
DRG  471  when  more  cases  are  classified  into 

Table  B-5.— DRGs  In  Which  Only  The  Expensive 
Device  Cases  Exhibit  A  Significant  Area  Wage 
Index  Effect8 


DRG        Brief  Description  

110  Maj.  Reconstr.  Vascular  Proc,  Age  >69,  W/C.C. 

111  Maj.  Reconstr.  Vascular  Proc,  Age  <70,  W/Out 

C.C. 

112  Vase.  Proc.  Except  Major  Reconstruction 

191  Major  Pancreas,  Liver  And  Shunt  Procedures 

209b  ....  Major  Joint  Procedures 

210  Hip  And  Femur  Procedures 

315  Other  Kidney  And  Urinary  Tract  Proc. 

341  Penis  Procedures 

aDRGs  39,  105,  115,  116  and  118  also  demonstrate  significant  area  wage  index 
effects  and  are  displayed  in  table  B-MS-6. 

bAlmost  all  cases  in  DRG  209  involve  devices,  although  some  are  significantly 
more  expensive  than  others.  The  area  wage  index  effect  holds  for  just  the  most 
expensive  devices. 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files.  Analysis  by 
Project  HOPE  Center  for  Health  Affairs  (ProPAC  Contract  Number 
T-31416362). 


this  DRG.  DRG  209  is  similar  to  DRG  471  and 
very  nearly  demonstrates  a  significant  area 
wage  index  effect.  Cases  in  DRG  104  undergo 
cardiac  catherization  but  in  all  other  regards  are 
identical  to  those  in  DRG  105.  Adjusting  DRG 
105  without  also  adjusting  DRG  104  could  lead 
to  payments  in  some  hospitals  that  are  lower 
for  cases  that  undergo  cardiac  catherization. 

•  For  the  expensive  device  discharges  in  DRGs 
110,  111,  112,  191,  210,  315  and  341,  the  PPS 
payment  adjustment  for  the  area  wage  index 
results  in  inappropriate  gains  for  hospitals  in 
cities  with  high  wage  rates.5  This  effect  is 
masked,  however,  when  all  cases  in  the  DRGs 
are  examined.  To  the  extent  that  hospitals  can 
and  will  change  their  behavior  in  the  future  for 
cases  in  which  an  expensive  device  is  used,  these 
DRGs  should  be  examined  for  possible  reclas- 
sification. 

•  Expensive  device  discharges  in  which  supply 
costs  account  for  approximately  20  percent  or 
more  of  total  costs  are  most  likely  to  demon- 
strate a  significant  area  wage  index  effect.  Any 
new  device  that  meets  this  criterion  should  gen- 
erally be  classified  into  a  unique  DRG  or  one 
with  cases  involving  similar  device  costs. 

•  Teaching  hospitals  have  significantly  higher 
operating  margins  than  non-teaching  hospitals, 
irrespective  of  the  proportion  of  discharges  in- 
volving a  device.  This  finding  is  not  unique  to 
expensive  device  discharges,  however,  and  re- 
flects current  payment  adjustments  for  teach- 
ing hospitals. 


5ProPAC  also  recommends  that  the  device  cases  in  DRG  341  be 
classified  into  a  unique  DRG  and  that  the  labor  portion  of  the  stand- 
ardized amounts  be  modified  for  this  new  DRG.  See  Recommenda- 
tion 28. 
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The  Methodology  for  Calculating  the 
Cost  of  an  Expensive  Device 

Concern  has  been  raised  whether  the  methods 
used  for  calculating  the  DRG  weights  could  un- 
derestimate the  cost  of  expensive  devices.  This  po- 
tential inaccuracy  would  result  from  a  difference 
in  the  mark  up  above  acquisition  costs  for  expen- 
sive devices  when  compared  to  the  mark  up  for 
supplies  with  low  acquisition  costs.  The  result 
would  be  that  payments  for  DRGs  involving  ex- 
pensive devices  are  too  low  relative  to  other 
DRGs. 

ProPAC  Analysis 

There  is  little  empirical  evidence  in  the  litera- 
ture supporting  the  theory  that  expensive  devices 
receive  a  smaller  mark  up  than  other  supplies  and 
services,  although  at  least  one  unpublished  study 
on  pacemakers  suggests  this  is  the  case.  Mark  up 
policies  in  individual  hospitals  are  also  influenced 
by  the  payor  mix  associated  with  the  utilization 
of  specific  supplies  and  services. 

Study  of  this  issue  is  very  difficult  due  to  the 
following: 

•  The  extent  to  which  the  costs  of  expensive 
devices  are  underestimated  would  depend  on 
the  mark  up  of  other  supplies  or  services 
within  the  same  cost  center.  To  determine  the 
typical  mix  of  products  in  these  cost  centers 
and  the  associated  mark  ups  would  require 
a  considerable  research  effort  in  itself. 

•  The  lower  mark  up  for  expensive  devices 
may  reflect  lower  overhead  costs  (for  exam- 
ple, purchase,  storage,  and  handling)  when 
these  same  overhead  costs  for  inexpensive 
items  are  compared  on  a  percentage  basis. 

•  The  detailed  data  to  study  this  issue  are  not 
available.  Hospital  charges,  acquisition  costs, 
and  overhead  costs  for  individual  supply 
items  are  not  listed  in  PATBILL,  Medicare 
cost  reports,  or  other  readily  available  data 
bases. 

Conclusions 

There  is  limited  empirical  evidence  to  support 
the  theory  that  expensive  devices  receive  a  smaller 
mark  up  than  non-expensive  supplies  and  serv- 


ices. It  would  not  be  practical  to  study  this  issue 
by  itself  given  the  amount  of  effort  and  resources 
required  to  adequately  investigate  and  solve  the 
problem.  This  issue  would  best  be  examined  in 
the  context  of  a  broader,  long-term  study  into  im- 
proving the  data  used  for  recalibration  and  recal- 
culation of  the  standardized  amounts. 

Excess  Costs  per  Discharge  Over 
Total  PPS  Payment 

In  those  DRGs  that  have  a  minority  of  cases 
involving  expensive  devices,  the  use  of  an  expen- 
sive device  may  lead  to  costs  for  those  cases  that 
exceed  payments. 

ProPAC  Analysis 

In  18  of  the  DRGs  in  which  not  all  cases  receive 
an  expensive  device,  there  is  a  statistically  signif- 
icant negative  relationship  between  the  percent 
of  cases  involving  a  device  in  a  hospital  and  its 
operating  margin.  That  is,  in  the  DRGs  listed  in 
Table  B-6,  the  more  device  cases  that  a  hospital 
has,  the  lower  its  gain  or  higher  its  loss.  Only  in 
DRG  111  (Major  Reconstructive  Vascular  Proce- 
dure, Age  <  70,  w/out  C.C.)  do  the  device  cases 


Table  B-6.— DRGs  In  Which  Use  Of  An  Expensive 
Device  Leads  To  A  Reduction  In  Operating  Margins 

DRG       Brief  Description 

53  Sinus  And  Mastoid  Procedures,  Age  >17 

55  Miscellaneous  Ear,  Nose  And  Throat  Proc. 

76  O.R.  Procedures  On  Respir.  System  W/C.C. 

77  O.R.  Procedures  On  Respir.  System  W/Out  C.C. 

107  Coronary  Bypass  W/Out  Cath. 

109  Cardio  Thorac  Procedures  W/Pump 

110  Maj.  Reconstr.  Vascular  Proc,  Age  >69  W/C.C. 

112  Vase.  Proc.  Except  Major  Reconstruction 

117  Pacemaker  Revision 

209a  Major  Joint  Procedures 

211  Hip  and  Femur  Procedures 

223  Upper  Extrem  Proc,  Age  >69,  W/C.C. 

224  Upper  Extrem  Proc,  Age  <70,  W/Out  C.C. 

315  Other  Kidney  And  Urinary  Tract  Proc. 

341  Penis  Procedures 

403  Lymphoma  Or  Leukemia,  Age  >69,  W/C.C. 

404  Lymphoma  Or  Leukemia,  Age  <70,  W/Out  C.C. 

410  Chemotherapy 

aAlmost  all  cases  in  DRG  209  involve  devices,  although  some  are  significantly 
more  expensive  than  others.  Use  of  the  more  expensive  devices  in  this  DRG 
leads  to  lower  operating  margins. 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files.  Analysis  by 
Project  HOPE  Center  for  Health  Affairs  (ProPAC  Contract  Number 
T-31416362). 
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involve  lower  average  costs  than  the  non-device 
cases. 

There  are  three  likely  explanations  for  device 
cases  being  more  costly  than  the  average  dis- 
charge. They  are  all  related  to  the  fact  that  de- 
vice cases  are  not  really  similar  to  the  non-device 
cases  in  the  same  DRG.  First,  when  the  DRGs 
were  developed,  much  importance  was  placed  on 
the  "clinical  coherence"  of  patient  groupings.  It 
appears  that  in  many  cases,  however,  the  clini- 
cal coherence  means  procedures  performed  in  the 
same  anatomical  region.  Thus,  in  a  DRG  for  up- 
per extremity  procedures,  one  finds  implantation 
of  arm  prosthesis  combined  with  an  open  repair 
of  the  radius.  The  two  procedures  are  not  really 
similar. 

The  second  explanation  for  the  finding  that  de- 
vice cases  are  more  costly  than  average  is  related 
to  the  original  method  used  for  examining  re- 
source use  in  a  DRG.  The  developers  of  the  clas- 
sification system  first  tested  the  homogeneity  of 
cases  in  a  DRG  by  examining  data  on  length-of- 
stay.  Even  though  a  discharge  involving  a  pros- 
thesis, for  example,  might  have  a  length-of-stay 
similar  to  a  case  without  a  prosthesis,  the  cost  of 
the  prosthesis  would  make  the  former  case  sig- 
nificantly more  expensive. 

Finally,  in  some  of  these  DRGs,  the  expensive 
device  might  only  be  used  in  the  most  severely 
ill  patients.  In  other  words,  our  finding  that  use 
of  a  device  leads  to  higher  costs  and  lower  oper- 
ating margins  may  reflect  the  general  insensitiv- 
ity  of  DRGs  to  severity-of-illness. 

Conclusions 

In  many  expensive  device  DRGs,  the  device 
cases  are  relatively  more  resource  intensive  than 
the  non-device  cases.  This  relationship  is  due  in 
most  discharges  to  the  expense  of  the  device.  It 
has  already  been  suggested  (under  Issue  1  above) 
that  such  device  cases  be  classified  separately  from 
non-device  cases.  In  some  of  these  DRGs,  how- 
ever, the  greater  resource  consumption  in  device 
cases  is  more  likely  due  to  the  characteristics  of 
the  patient  (for  example,  the  severity  of  illness) 
or  the  patterns  of  medical  practice  in  the  hospi- 
tal (for  example,  use  of  a  specific  technology). 
This  area  should  be  further  explored  in  the  con- 
text of  more  general  studies  into  heterogeneity. 


Substantial  Cost  Differences  Among 
the  Various  Models  of  a  Device 
Influence  the  Choice  of  a 
Device  for  Implantation 

When  purchasing  an  expensive  medical  device 
for  implantation  into  a  patient,  a  hospital  may 
have  several  different  types  and  models  from 
which  to  choose,  often  with  significant  differences 
in  cost.  The  magnitude  of  these  cost  differences 
between  models  is  shown  in  Table  B-l.  Thus,  in 
a  DRG  involving  such  expensive  devices,  there 
are  likely  to  be  two  or  more  subgroups  of  cases 
with  significantly  different  costs  (hereafter  termed 
the  "multiple  models  problem").  Since  the  hospi- 
tal receives  the  same  payment  regardless  of  the 
model  chosen,  there  is  a  financial  incentive  for 
the  institution  to  implant  the  least  expensive 
model.  Moreover,  it  is  currently  illegal  for  a  ben- 
eficiary to  pay  the  additional  cost  for  a  more  ex- 
pensive model.  As  a  result,  Medicare  beneficiaries 
could  potentially  be  limited  in  their  access  to  the 
more  expensive  models. 

ProPAC  Analysis 

Two  of  the  major  classification  objectives  un- 
derlying the  development  of  the  DRGs  were: 

1)  clinical  meaningfulness  or  coherence,  and 

2)  homogeneity  of  resource  use.  The  existence  of 
multiple  models  of  the  same  device  raises  a  con- 
flict between  these  two  objectives.  If  two  alter- 
native models  of  a  device  perform  similar  func- 
tions and  the  patients  who  receive  the  devices  are 
similar,  then  discharges  involving  the  alternative 
models  should  be  grouped  together  on  grounds 
of  clinical  coherence.  On  the  other  hand,  if  they 
differ  greatly  in  costs,  then  resource  use  will  no 
longer  be  homogenous. 

It  is  important  to  understand  that  this  multi- 
ple models  problem  is  in  fact  a  subset  of  the 
general  problem  of  heterogeneity.  Although  the 
existence  of  alternative  models  may  highlight  the 
perception  of  a  heterogeneity  problem  (due  to  the 
highly  visible  device  costs  and  the  potential  sub- 
stitutability  between  models),  the  problem  re-  1 
mains  one  of  a  DRG  with  subgroups  of  cases  that 
have  dissimilar  costs.  Furthermore,  as  in  many 
heterogeneity  problems,  there  is  often  disagree- 
ment concerning  the  use  of  alternative  therapies 
(or  device  models). 
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Acknowledgment  of  the  generic  nature  of  this 
problem  leads  to  a  discussion  of  the  factors  that 
one  might  wish  to  consider  in  any  decision  to  re- 
classify DRGs  or  make  special  payment  ad- 
justments.6 

Clinical  Coherence. — One  of  the  original  goals 
in  the  development  of  DRGs  was  to  create  clini- 
cally coherent  or  meaningful  groups  of  cases  based 
on  the  clinical  characteristics  of  the  patient,  not 
the  therapeutic  modalities  provided  by  the  hospi- 
tal. Although  all  the  current  medical  DRGs  are 
constructed  in  this  fashion,  the  surgical  DRGs  are 
defined  by  the  procedures  performed  on  the  pa- 
tients. One  of  the  most  important  decisions 
regarding  reclassification  is  whether  changes  in 
patient  groupings  should  be  based  on  patient 
characteristics,  on  therapies  provided  by  the 
hospital,  or  some  combination  of  the  two. 

If  additional  classification  based  on  procedures 
is  desirable,  a  further  question  arises  for  DRGs 
involving  medical  devices.  Are  discharges  with 
different  models  of  the  same  device  similar  enough 
for  inclusion  in  the  same  DRG?  To  reach  such  a 
subjective  decision,  one  can  compare  device  DRGs 
with  others  in  the  classification  system.  Unfor- 
tunately, in  making  such  a  comparison,  one 
quickly  finds  that  the  DRG  system  is  rather  in- 
consistent with  regard  to  clinical  coherence.  There 
are  DRGs  that  include  cases  with  only  one  type 
of  surgery  or  one  single  principal  diagnosis,  while 
other  DRGs  include  cases  with  distinctly  differ- 
ent procedures  or  different  principal  diagnoses. 

The  Definition  of  Device  Groups. — Any  deci- 
sion to  reclassify  a  DRG  or  to  make  payment  ad- 
justments based  on  model  or  type  of  a  device 
would  require  a  clear  definition  of  the  device 
group  or  groups.  Ambiguities  in  the  definition  of 
groups  could  lead  to  distortions  in  payment  and 
possible  gaming. 

The  Ability  of  ICD-9-CM  To  Identify  Models 
of  Devices  and  the  Clinical  Criteria  for  Implan- 
tation.— ICD-9-CM  does  not  currently  distinguish 
between  models  or  types  of  most  expensive  de- 
vices, although  such  codes  can  easily  be  devel- 


6  Although  the  DRG  system  has  potential  uses  in  a  number  of 
different  areas  (for  example,  hospital  payment,  physician  payment, 
case-mix  management,  cost  management,  etc.),  for  the  following 
discussion  we  will  consider  only  the  use  of  DRGs  for  payment  un- 
der Medicare's  PPS. 


oped  in  most  cases.  A  more  important  coding 
problem,  however,  may  be  the  ability  of  ICD-9- 
CM  to  identify  the  clinical  criteria  for  implanta- 
tion. If  the  indications  for  a  device  can  be  de- 
scribed as  a  condition  (for  example,  a  diagnosis, 
sign,  or  symptom),  then  ICD-9-CM  diagnosis 
codes  can  likely  be  used  to  identify  cases  for 
reclassification.  If,  however,  ICD-9-CM  cannot 
accurately  reflect  the  criteria,  then  reclassification 
must  instead  be  based  on  procedure  codes  for  im- 
planting the  device.  This  is  less  desirable  as  it  may 
encourage  implantation  of  the  more  expensive  de- 
vices in  patients  who  lack  appropriate  medical  in- 
dications. Although  review  of  appropriate  criteria 
could  be  assigned  to  the  PROs,  the  Commission 
would  have  to  determine  the  feasibility  and  desira- 
bility of  such  a  process. 

Heterogeneity  of  Costs. — The  greater  the  het- 
erogeneity of  costs  in  an  individual  DRG,  the 
greater  is  the  opportunity  for  financial  gain  or 
loss.  Thus  the  Commission  may  wish  to  recom- 
mend reclassification  or  payment  adjustment  for 
different  models  of  a  device  if  a  DRG  is  relatively 
heterogenous. 

Since  heterogeneity  is  a  subjective  term,  it  is 
important  to  compare  the  heterogeneity  of  device 
DRGs  with  non-device  DRGs.  In  addition  to  sta- 
tistics such  as  the  coefficient  of  variation  and  the 
R2  value  in  analysis  of  variance,  the  following  can 
be  considered: 

•  There  are  approximately  120  "DRG  pairs"  in 
the  system  that  differ  only  in  the  presence  or 
absence  of  complications  and  comorbidities 
or  in  patient  age.  On  average,  payments  in 
the  paired  DRGs  differ  by  about  $848,  or  an 
average  of  28.5  percent  of  the  average  stand- 
ardized urban  payments  (i.e.,  exclusive  of  ad- 
justments for  area  wage  index,  indirect  teach- 
ing and  outliers). 

•  HCFA  recently  created  DRG  471  for  cases 
with  multiple  joint  procedures  of  the  lower 
extremity.  Cases  in  DRG  471  have  average 
charges  that  are  about  $6,000  greater  than 
cases  in  DRG  209  (the  DRG  where  the  cases 
were  formerly  classified),  a  difference  of 
about  62  percent. 

Total  Costs  to  Medicare. — By  currently  group- 
ing together  in  the  same  DRG  cases  involving 
different  models  of  a  device,  PPS  provides  a  fi- 
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nancial  incentive  for  hospitals  to  use  the  least 
costly  model.  Thus,  any  recommendation  to  re- 
classify cases  or  adjust  payments  for  type  of  de- 
vice is  likely  to  encourage  the  use  of  more  expen- 
sive models.  Such  a  change  in  practice  could  lead 
to  immediate  increases  in  total  Medicare  payments 
for  the  device  cases.7  Any  reclassification  decision 
should  therefore  weigh  this  increased  cost  with 
the  likely  benefits  of  the  change. 

Quality  of  Patient  Care  and  the  Likely  Bene- 
fits of  Reclassification. — As  described  above,  any 
reclassification  or  payment  adjustment  based  on 
model  of  device  is  likely  to  increase  the  use  of 
more  expensive  models.  If  these  more  expensive 
models  provide  a  higher  quality  of  care,  then  it 
is  important  to  understand  the  magnitude  of  this 
increased  quality. 

Number  or  Distribution  of  Medicare  Cases  In- 
volved.— The  greater  the  number  of  cases  in  a 
DRG  with  costs  different  from  the  average,  the 
more  important  a  decision  to  reclassify  or  to  ad- 
just payments. 

Number  or  Distribution  of  Hospitals  Af- 
fected.— If  all  hospitals  have  a  similar  distribu- 
tion of  device  cases  (i.e.,  similar  rates  of  implant- 
ing more  expensive  models)  and  do  not  alter  their 
practice  patterns,  then  reclassification  or  payment 
adjustment  is  not  necessary.  DRG  payments  based 
on  average  charges  or  costs  should  be  appropri- 
ate. If,  however,  some  hospitals  limit  or  cease  to 
provide  services  for  specific  subgroups  of  patients, 
and  if  this  change  proves  undesirable,  then  reclas- 
sification or  payment  adjustment  may  be  de- 
sirable. 

Conclusions 

The  DRG  system  currently  groups  together  into 
the  same  DRG  all  cases  involving  different  models 


'Some  costly  devices  might  reduce  total  Medicare  payments  in 
the  long  run  if  they  lead  to  decreases  in  rehospitalization  or  out- 
patient treatments. 


of  the  same  expensive  device.  Thus,  in  some  of 
these  DRGs,  there  are  likely  to  be  two  or  more 
subgroups  of  cases  with  significantly  different 
costs — the  multiple  models  problem.  A  decision 
to  reclassify  such  discharges  or  to  adjust  payments 
to  reflect  the  model  of  device  used  could  have  sig- 
nificant effects  on  both  costs  and  quality  of  care. 
When  evaluating  a  heterogeneity  problem  such 
as  this,  the  following  factors  should  be  considered: 

•  Clinical  coherence 

•  Definition  of  device  group(s) 

•  ICD-9-CM  coding 

•  Heterogeneity  of  costs 

•  Total  costs  to  Medicare 

•  Quality  of  care 

•  Number  or  distribution  of  Medicare  cases 

•  Number  or  distribution  of  hospitals 

Recommendation 

The  labor  portion  and  nonlabor  portions  of  the 
standardized  amounts  should  be  redefined  for 
DRGs  39,  104,  105,  209,  471,  and  the  newly  de- 
fined DRGs  for  pacemaker  implantation  and 
replacement  (Recommendations  25  and  26),  im- 
plantable defibrillators  (Recommendation  27),  and 
penile  prostheses  (Recommendation  28).  The  new 
portions  should  more  closely  reflect  the  labor  re- 
lated and  nonlabor  related  shares  of  costs  for  cases 
in  each  of  these  DRGs.  These  recalculations 
should  be  made  so  that  total  hospital  payments 
remain  unchanged.  The  correct  labor  portion  and 
non-labor  portion  of  the  standardized  amounts 
should  be  calculated  from  data  currently  being 
generated  in  the  Health  Care  Financing  Admin- 
istration's study  of  the  labor  portion  of  costs  by 
DRG.  If  this  information  proves  to  be  incomplete, 
the  portions  should  be  calculated  from  available 
cost  and  charge  data  for  these  DRGs.  The  Secre- 
tary should  study  the  need  for  adjustments  to  the 
labor  portion  and  non-labor  portion  of  the  stand- 
ardized amounts  in  all  DRGs. 
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CARDIAC  PACEMAKERS 
The  Multiple  Models  Problem 

ProPAC's  March  1985  "A  Report  on  the  Appro- 
priateness of  Medicare  Hospital  Payments  for 
Pacemaker  Implantation"  identified  significant 
differences  in  the  costs  of  different  types  of  pace- 
makers. A  hospital,  however,  receives  the  same 
DRG  payment  regardless  of  the  type  or  model  of 
pacemaker  implanted.  This  provides  the  hospi- 
tal with  a  financial  incentive  to  implant  the  least 
costly  device,  and  perhaps  limit  beneficiary  ac- 
cess to  more  expensive  models. 

This  "multiple  models  problem"  is  not  unique 
to  pacemakers  and  affects  many  different  expen- 
sive devices.  The  problem  is  one  of  DRG  heter- 
ogeneity, raising  the  issue  in  this  example  of 
whether  pacemaker  DRGs  should  be  reclassified 
or  payments  adjusted  to  reflect  differences  in  the 
model  or  type  of  pacemaker  implanted. 

Definition  of  Device  Groups 

Any  decision  to  reclassify  pacemaker  DRGs  on 
the  basis  of  pacemaker  type  would  require  clear 
definitions  of  the  categories  of  pacemakers.  In  gen- 
eral there  are  two  criteria  for  which  subgroups 
could  currently  be  defined: 

•  Number  of  chambers.  Dual-chamber  pace- 
makers can  easily  be  distinguished  from 
single-chamber  models  in  that  the  former 
group  uses  two  electrical  leads,  one  con- 
nected to  the  atrium  and  one  connected  to 
the  ventricle.  Single-chamber  pacemakers  use 
only  one  lead. 

•  Programmability.  Pacemakers  are  generally 
described  as  either  non-programmable,  sim- 
ple-programmable, or  multi-programmable. 
Distinguishing  between  multi-programmable 
and  simple-programmable  models  could  be 
problematic  if  payment  were  based  on  this 
characteristic. 

Although  other  characteristics  can  be  used  to 
distinguish  between  models  of  pacemakers,  and 
more  are  likely  to  develop  in  the  future,  the  two 
described  above  are  currently  the  most  generally 
accepted.  Since  the  dual/single  distinction  is  the 
most  important  financially  (i.e.,  there  are  signif- 


icant differences  in  number  of  implants  and  cost 
of  units  between  dual-  and  single-chamber  mod- 
els), and  since  any  reclassification  based  on  pro- 
grammability could  lead  to  ambiguities,  the 
remainder  of  this  analysis  will  evaluate  the  im- 
plications of  a  reclassification  or  payment  adjust- 
ment based  on  whether  a  dual-  or  single-chamber 
model  is  implanted. 

Clinical  Coherence 

There  are  two  "clinical  coherence"  questions 
that  must  be  considered  with  regard  to  pace- 
makers. First,  should  clinical  coherence  in  this  sur- 
gical DRG  be  evaluated  in  terms  of  patient  char- 
acteristics, surgical  procedures,  or  both?  Second, 
is  this  DRG  clinically  coherent? 

If  reclassification  is  to  be  based  on  patient  char- 
acteristics, then  the  patients  who  receive  dual- 
chamber  pacemakers  must  be  different  than  those 
with  single-chamber  models.  The  following  state- 
ments, from  an  Office  of  Health  Technology 
Assessment  report,  concern  the  medical  indica- 
tions for  dual-chamber  pacemakers:8 

Expert  physicians  differ  in  their  judgments 
about  what  constitutes  appropriate  criteria  for 
dual-chamber  pacemaker  use  .  .  .  For  the  follow- 
ing conditions,  dual-chamber  cardiac  pacemak- 
ers may  be  acceptable  or  necessary  in  the  judg- 
ment of  most  knowledgeable  physicians  .  .  . 

•  Patients  in  whom  single  chamber  pacing  at  the 
time  of  pacemaker  insertion  elicit  a  definite 
drop  in  blood  pressure,  retrograde  conduction, 
or  discomfort. 

•  Patients  in  whom  the  pacemaker  syndrome, 
with  significant  symptoms,  has  already  been 
experienced  with  a  pacemaker  that  is  being 
replaced. 

•  Patients  in  whom  even  a  relatively  small  in- 
crease in  cardiac  efficiency  will  importantly  im- 
prove the  quality  of  life  (for  example,  patients 
with  congestive  heart  failure). 

•  Patients  in  whom  the  pacemaker  syndrome  can 
be  anticipated — e.g.,  in  young  and  active 
people. 

•  Second  or  third  degree  heart  block. 

"Peter  L.  Frommer,  M.D.,  Deputy  Director,  National  Heart,  Lung, 
and  Blood  Institute,  in  an  Office  of  Health  Technology  Assessment 
(OHTA)  report  on  pacemakers,  1984. 
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A  number  of  other  medical  conditions  could 
also,  in  the  judgment  of  some  physicians,  require 
dual-chamber  pacemakers. 

Alternatively,  the  clinical  coherence  of  the  pace- 
maker DRGs  might  be  evaluated  in  terms  of  sur- 
gical procedures.  The  surgical  techniques  used  in 
pacemaker  implantation  are  generally  the  same 
regardless  of  model  or  type  of  device.  Dual- 
chamber  pacemakers,  however,  require  that  two 
pacemaker  leads  be  implanted.  In  addition,  more 
sophisticated  pacemakers  can  require  more  test- 
ing at  the  time  of  implantation. 

ICD-9-CM  Coding 

Current  ICD-9-CM  codes  provide  only  limited 
ability  to  distinguish  between  dual-chamber  and 
single-chamber  implants.  Improvements  in  the 
pacemaker  codes  have  been  proposed  to  the  ICD- 
9-CM  Coordination  and  Maintenance  Committee. 

Current  ICD-9-CM  codes  can  identify  some  of 
the  clinical  criteria  for  implanting  dual-chamber 
pacers,  including  CHF  and  heart  block.  A  unique 
code  has  been  proposed  for  the  pacemaker  syn- 
drome. It  is  unlikely,  however,  that  ICD-9-CM 
could  be  used  to  uniquely  identify  cases  meeting 
the  other  accepted  criteria. 

Heterogeneity  of  Costs 

Using  the  coefficient  of  variation  of  charges 
from  the  1984  PATBILL  file  as  a  measure  of  het- 
erogeneity, the  pacemaker  DRGs  appear  relatively 
homogeneous. 

A  verage 

DRG      DRG      DRG      DRG  Surgical 
115        116        117        118  DRG 

Coefficient  of  Variation 

of  Charges  (in  percent)  ...     50        40        82        46  67 

In  each  of  these  DRGs,  however,  there  are  sig- 
nificant differences  in  costs  between  cases  involv- 
ing dual-chamber  models  and  those  with  single- 
chamber  devices.  Although  we  are  unable  to  dis- 
tinguish these  differences  accurately  on  the  1984 
PATBILL  file,  ProPAC's  pacemaker  report  last 
year  highlighted  the  following  differences  in  de- 
vice and  lead  costs: 

1984  Costs 

Dual-chamber  model  +  2  pacemaker  leads   $6,271 

Single-chamber  model  +  1  pacemaker  lead   4,535 

Difference    $1,736 


This  difference  of  $1,736  is  equal  to  approxi- 
mately 30  percent  of  the  standard  payment  (ex- 
clusive of  adjustments)  in  DRG  118  and  a  lower 
percentage  in  the  other  pacemaker  DRGs. 

Total  Costs  to  Medicare 

If  dual-chamber  or  functionally  similar  pace- 
makers totally  replace  single-chamber  models, 
Medicare  payments  may  increase  substantially 
over  a  number  of  years.  The  total  could  be  as  high 
as  $85  million.9 

Quality  of  Patient  Care  and  the  Likely 
Benefits  of  Reclassification 

A  reclassification  or  adjustment  of  payments 
based  on  model  of  pacemaker  could  affect  qual- 
ity of  care  if  the  following  two  conditions  are  both 
met:  1)  patients  who  would  benefit  from  dual- 
chamber  models  are  not  currently  receiving  them, 
and  2)  those  same  patients  would  get  dual- 
chamber  pacers  after  any  change  in  classification 
or  payment.  ProPAC  does  not  have  data  on  the 
number  of  Medicare  beneficiaries  that  meet  the 
criteria  for  dual-chamber  pacemakers  or  the  type 
of  pacemaker  that  those  patients  are  currently  re- 
ceiving. 

Number  or  Distribution  of  Medicare  Cases 
and  Hospitals 

There  were  approximately  65,000  pacemaker 
implants  in  Medicare  beneficiaries  in  fiscal  year 
1984.  We  estimate  that  approximately  26  percent 
of  these  cases  involved  dual-chamber  models,  but 
we  have  no  reliable  data  on  how  these  cases  were 
distributed  across  hospitals. 


'Dual-chamber  pacemakers  will  never  completely  replace  single- 
chamber  models  because  the  former  type  is  contraindicated  in  some 
patients.  Nevertheless,  since  some  cardiologists  have  advocated  that 
nearly  all  patients  should  get  dual-chamber  models,  we  cite  the  $85 
million  figure  as  an  upper  estimate  of  the  potential  increase  in  Medi- 
care costs.  This  figure  is  calculated  using  the  following  data: 

•  approximately  65,000  pacemaker  implants  in  1984  PATBILL; 

•  average  cost  of  a  dual-chamber  pacer  and  2  leads:  $6,271; 

•  average  cost  of  a  single-chamber  model  and  1  lead:  $4,535; 

•  26  percent  dual-chamber  and  74  percent  single-chamber  im- 
plants in  1984. 
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Conclusions  Concerning  Multiple 
Pacemaker  Models 

Dual-chamber  pacemakers  are  distinct  electron- 
ically and  physiologically  from  single-chamber 
models.  The  implantation  of  a  dual-chamber  pace- 
maker is  clinically  similar  to  the  implantation  of 
a  single-chamber  device,  although  the  former  pro- 
cedure requires  insertion  of  two  pacemaker  leads. 
Expert  physicians  differ  in  their  judgments  about 
what  constitute  appropriate  criteria  for  dual- 
chamber  pacemaker  use.  ICD-9-CM  codes  can- 
not be  used  to  identify  all  the  recognized  criteria 
for  implantation.  In  1984  dual-chamber  pace- 
makers and  their  required  leads  cost  about  $1,736 
more  than  single-chamber  models,  reflecting 
about  30  percent  of  the  standard  payment  in  DRG 
118.  If  all  pacemaker  implants  involved  dual- 
chamber  models,  total  Medicare  costs  might  in- 
crease significantly. 

Cases  Involving  Pacemaker 
Replacement 

The  current  DRG  classification  of  cases  involv- 
ing pacemaker  replacement  is  inconsistent  and 
confusing.  A  case  with  pulse  generator  replace- 
ment only  (i.e.,  no  change  in  pacemaker  leads) 
is  generally  classified  into  DRG  118,  while  a 
replacement  that  also  involves  a  lead  change  is 
generally  classified  into  DRG  117.  Either  kind  of 
replacement,  however,  can  be  grouped  into  the 
higher  paying  DRG  116  if  certain  ICD-9-CM  pro- 
cedure codes  are  used  by  the  hospital.  Finally,  any 
pacemaker  case  (initial  implant  or  replacement) 
in  a  patient  with  congestive  heart  failure,  my- 
ocardial infarction,  or  shock  is  classified  into  DRG 
115. 

In  Table  B-7  are  1984  PATBILL  data  on  replace- 
ment and  non-replacement  cases  in  each  of  the 
DRGs.  The  cases  identified  as  "replacement"  in 
DRGs  115,  116  and  118  had  one  or  more  proce- 
dure codes  that  clearly  indicated  the  case  as  be- 
ing a  replacement.  The  "other  cases"  in  each  DRG 
had  no  such  codes  and  likely  reflect  a  combina- 
tion of  replacement  cases  that  are  incompletely 
coded  and  either  initial  implants  (DRGs  115  and 
116)  or  revisions  (DRG  117). 


Table  B-7.— Pacemaker  Replacements:  Mean  Charges 
And  Number  Of  Cases 


Mean  #  Of 

 Charges  Cases 

DRG  115,  Identified  As  Replacements  . .  $14,978  195 

DRG  115,  Other  Cases                            13,711  7,079 

DRG  116,  Identified  As  Replacements  . .    10,051  1,575 

DRG  116,  Other  Cases                             10,625  48,462 

DRG  117,  Identified  As  Replacements  . .      8,428  705 

DRG  117,  Revision  Without  Replacement     4,449  4,303 

DRG  118,  All  Cases                                  6,645  8,100 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 


Conclusions  Concerning  Pacemaker 
Replacement 

•  Replacement  cases  in  DRG  115  have  average 
charges  similar  to  the  charges  for  other  cases 
in  DRG  115.  This  likely  reflects  the  fact  that 
resource  use  is  predominantly  determined  by 
diagnosis. 

•  Cases  in  DRG  117  that  involve  replacement 
have  significantly  greater  charges  than  the  cases 
that  just  undergo  revision. 

•  There  are  significant  numbers  of  pacemaker 
replacements  classified  into  DRG  116  that  could 
also  be  classified  into  DRG  117  or  118.  Al- 
though the  replacement  cases  in  DRG  116  have 
charges  similar  to  other  cases  in  the  DRG,  this 
may  reflect  a  disproportionate  number  of  dual 
chamber  pacemakers  in  the  replacement  group. 

Recommendation 

Prior  to  recalibration,  the  DRGs  involving  im- 
plantation of  cardiac  pacemakers  (currently  DRGs 
115  through  118)  should  each  be  restructured  into 
two  DRGs,  one  for  cases  involving  dual-chamber 
or  functionally  similar  pacemakers,  and  one  for 
cases  receiving  other  single-chamber  pacemakers. 
New  ICD-9-CM  procedure  codes  should  be  cre- 
ated to  distinguish  between  these  types  of  cases. 
A  mechanism  should  be  established  to  evaluate 
the  appropriateness  of  all  implants  involving  dual- 
chamber  or  functionally  similar  pacemakers.  In 
the  initial  year  of  this  new  classification,  the 
weights  for  all  pacemaker  DRGs  should  be  cal- 
culated using  charge  data  from  the  PATBILL  file 
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Table  B-8.— Description  Of  The  New  Pacemaker  DRGs  Based  On 
Recommendations  25  and  26 


DRG  Description 

i  . . .  Initial  implantation  or  replacement  of  a  dual-chamber  or  functionally  similar  cardiac 
pacemaker  in  a  patient  with  myocardial  infarction,  congestive  heart  failure  or  shock. 

ii. . .  Initial  implantation  or  replacement  of  other  cardiac  pacemaker  in  a  patient  with  myo- 
cardial infarction,  congestive  heart  failure  or  shock. 

iii  . .  Initial  implantation  of  a  dual-chamber  or  functionally  similar  cardiac  pacemaker  in  a 

patient  without  myocardial  infarction,  congestive  heart  failure  or  shock. 

iv  . .  Initial  implantation  of  other  cardiac  pacemaker  in  a  patient  without  mycardial 

infarction,  congestive  heart  failure  or  shock. 

v  . . .  Replacement  of  cardiac  pacemaker  with  a  dual-chamber  or  functionally  similar 

cardiac  pacemaker  in  a  patient  without  myocardial  infarction,  congestive  heart  failure 
or  shock. 

vi  . .  Replacement  of  cardiac  pacemaker  with  other  cardiac  pacemaker  in  a  patient  without 

myocardial  infarction,  congestive  heart  failure  or  shock, 
vii . .  Permanent  cardiac  pacemaker  system  revision  except  replacement. 


and  data  on  cost  differences  between  pacemaker 
types. 

Recommendation 

Prior  to  recalibration,  the  cases  involving  re- 
placement of  a  permanent  cardiac  pacemaker,  ex- 


cept those  with  myocardial  infarction,  congestive 
heart  failure,  or  shock,  should  be  reassigned  to 
DRGs  that  include  only  pacemaker  replacements. 
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IMPLANTABLE  DEFIBRILLATOR 
Introduction 

The  implantable  defibrillator  is  a  new  medical 
device  used  in  the  treatment  of  some  life- 
threatening  ventricular  arrhythmias.  It  has  been 
approved  for  treatment  for  individuals  who  have 
had  a  documented  episode  of  life-threatening  ven- 
tricular tachyarrhythmia  or  cardiac  arrest  not 
associated  with  myocardial  infarction,  and  who, 
upon  electrophysiologic  testing,  have  an  induci- 
ble tachyarrhythmia  that  is  unresponsive  to  medi- 
cation or  surgical  therapy.  Discharges  involving 
implantation  of  the  device  are  assigned  to  DRG 
104  ("Cardiac  Valve  Procedure  with  Pump  and 
With  Cardiac  Catheterization"). 

Utilization 

As  of  June  1984,  323  patients  had  received  an 
implantable  defibrillator  (ID)  at  one  of  24  medi- 
cal centers.  Ninety-one  other  patients  received  the 
leads  only  (while  in  the  process  of  undergoing 
some  other  thoracic  surgery),  in  anticipation  of 
their  probable  eventual  need  for  the  device.  Un- 
der current  indications  for  the  device's  use,  as 
many  as  16,800  Medicare  beneficiaries  could  be 
candidates,  and  250  centers  with  electrophysio- 
logic testing  units  could  potentially  offer  the 
device. 

Physician  interviews  suggest  that  clinical  indi- 
cations for  the  implantable  defibrillator  will  even- 
tually be  broadened  to  include  patients  with  con- 
gestive heart  failure,  ventricular  arrhythmias 
following  myocardial  infarction,  and  any  patient 
with  a  complex  arrhythmia  rather  than  just  sud- 
den-death survivors.  Device  costs,  the  need  for 
electrophysiologic  studies,  and  the  necessity  of 
thoracic  surgery  for  ID  implantation  currently 
limit  the  use  of  the  device,  but  ultimately,  many 
more  Medicare  patients  might  be  recipients  of  the 
device. 

Costs,  Payments,  and 
DRG  Classification 

ProPAC  believes  that  cases  involving  implan- 
tation of  the  device  should  be  assigned  to  a  unique 


DRG  rather  than  to  DRG  104  for  a  number  of  rea- 
sons. First  of  all,  data  from  eight  hospitals  sug- 
gests that  the  device  itself  accounts  for  over  50 
percent  of  total  discharge  costs  (list  price  of  the 
device  is  $14,500).  To  avoid  significant  payment 
inequities  across  hospitals  in  such  cases,  the  la- 
bor portion  and  non-labor  portion  of  the  stand- 
ardized amounts  should  be  adjusted  to  reflect  the 
labor  related  and  non-labor  related  shares  of  costs 
(see  "Changes  in  the  Standardized  Amounts  for 
DRGs  Involving  Expensive  Devices").  This  can 
only  be  accomplished  if  the  defibrillator  cases  are 
assigned  to  a  unique  DRG.  Secondly,  the  diag- 
noses and  procedures  for  these  cases  are  unlike 
those  of  discharges  in  other  DRGs.  Because  the 
device  is  new,  good  historical  data  on  costs  and 
charges  are  not  yet  available.  Assignment  to  a 
unique  DRG  would  facilitate  collection  of  this  im- 
portant data. 

As  the  implantable  defibrillator  becomes  more 
widely  used,  additional  adjustments  to  DRG  clas- 
sification may  be  required  for  these  cases.  For  ex- 
ample, techniques  are  being  developed  for  per- 
cutaneous implantation  of  the  device,  a  less 
invasive  and  less  costly  method  than  thoracic  sur- 
gery. Some  patients  may  not  require  placement 
of  a  new  device,  instead  requiring  only  lead  place- 
ment or  the  revision  or  removal  of  an  existing  de- 
vice. Such  cases  will  likely  incur  costs  that  are  sig- 
nificantly different  than  initial  implants.  It  will 
be  important  that  new  ICD-9-CM  codes  currently 
under  consideration  by  the  Health  Care  Financ- 
ing Administration  allow  differentiation  and  mon- 
itoring of  these  cases.  Presently,  there  is  only  a 
single  ICD-9-CM  code  identifying  use  of  the  de- 
vice (Procedure  code  37.99,  "Implantation  of 
Cardiac  Defibrillator"). 

Recommendation 

Implantable  defibrillator  cases  should  be  as- 
signed to  a  unique  DRG.  The  labor  and  nonlabor 
portions  of  the  standardized  amounts  should  be 
redefined  for  this  new  DRG  to  reflect  the  labor 
related  and  nonlabor-related  shares  of  costs  for 
these  cases. 
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PENILE  PROSTHESES 


Analysis 

A  variety  of  medical  and  surgical  techniques 
are  used  in  the  treatment  of  impotence.  Implan- 
tation of  a  penile  prosthesis  (either  a  semi-rigid 
or  inflatable  model)  is  the  most  commonly  ac- 
cepted surgical  procedure  for  this  problem.  The 
manufacturer  of  one  inflatable  model  requested 
that  ProPAC  examine  the  appropriateness  of  pay- 
ments for  this  technology,  presenting  evidence 
that  cases  involving  penile  prostheses  in  general, 
and  the  inflatable  model  in  particular,  have  sig- 
nificantly higher  costs  than  the  average  case  in 
DRG  341. 

The  issues  concerning  DRG  341  clearly  reflect 
a  problem  of  DRG  heterogeneity.  One  solution 
would  be  reclassification  of  these  discharges. 
Based  on  the  staff  analysis  of  expensive  devices, 
however,  the  following  factors  should  be  consid- 
ered in  any  reclassification  decision  (see  also  pa- 
per on  expensive  devices  in  this  appendix). 

Clinical  Coherence 

DRG  341  (Penis  Procedures)  is  a  surgical  DRG 
that  includes  all  cases  with  a  principal  diagnosis 
related  to  Diseases  and  Disorders  of  the  Male  Re- 
productive System  (MDC  12)  and  that  involve 
one  of  the  following  surgical  procedures:10 


close  ureth  fistula  nec 
hypo-epispadius  repair 
ureth  reconstruction  nec 
ureth  stricture  release 
penile  biopsy 
local  excis  penile  les 
amputation  of  penis 
suture  penile  laceration 
release  of  chordee 
construction  of  penis 


reconstruction  of  penis 
replantation  of  penis 
penile  repair  nec 
sex  transformat  op  nec 
incision  of  penis 
division  of  penile  adhes 
inset  int  penile  prosth 
remove  int  penile  prosth 
penile  operation  nec 
male  genital  op  nec 


Although  all  these  procedures  involve  the  penis, 
they  demand  different  amounts  of  operative  time 
and  other  hospital  resources.  The  Commission 
therefore  considered  two  clinical  issues:  First, 
should  clinical  coherence  in  this  DRG  be  evalu- 
ated in  terms  of  patient  characteristics,  surgical 
procedures,  or  both?  Second,  if  surgical  proce- 
dures are  considered,  is  this  DRG  clinically  co- 
herent? 


"The  abbreviation  "nec"  means  not  elsewhere  classified. 


Definition  of  Device  Group(s) 

Inflatable  penile  prostheses  are  distinct  from  the 
semi-rigid  (or  maleable)  models.  There  should  be 
no  problem  in  uniquely  classifying  a  particular 
device  into  one  of  these  two  categories. 

The  Ability  of  ICD-9-CM  To  Identify  Models 
of  Devices  and  the  Clinical  Criteria  for 
Implantation 

ICD-9-CM  does  not  currently  distinguish  be- 
tween inflatable  and  semi-rigid  models,  although 
separate  codes  were  proposed  by  the  ICD-9-CM 
Coordination  and  Maintenance  Committee.  ICD- 
9-CM  diagnostic  codes  can  identify  the  clinical  in- 
dications for  implantation. 

Heterogeneity  of  Costs 

Using  the  coefficient  of  variation  of  charges  as 
a  measure  of  heterogeneity,  the  cases  in  DRG  341 
appear  relatively  homogenous  (CV  =  57  percent 
in  DRG  341;  average  CV  =  79  percent  for  surgi- 
cal DRGs  and  CV  =  96  percent  for  medical 
DRGs).  Nevertheless,  there  appear  to  be  signifi- 
cant differences  among  subgroups  of  cases  due  to 
at  least  two  heterogeneity  problems: 

The  Grouping  of  Device  Cases  and  Non-Device 
Cases. — The  expensive  devices  analysis  has  dem- 
onstrated that  in  many  DRGs,  cases  involving  de- 
vices have  significantly  greater  charges  than  other 
cases  in  the  same  DRG.  As  shown  in  Table  B-9 
this  relationship  is  true  in  DRG  341. 

The  Multiple  Models  Problem. — Although  we 
are  currently  unable  to  distinguish  the  type  of  de- 
vice for  cases  in  the  1984  PATBILL,  there  are 

Table  B-9.— Differences  Between  Prosthesis  Cases 
And  Other  Cases  In  DRG  341 

Coefficient 
Mean    Of  Variation  Number 
Charges  (Of  Charges)  Of  Cases 

Penile  Prosthesis 

Cases   $4,932  45  3,928 

Other  Cases  In 

DRG  341    3,640  61  8,348 

All  Cases  In 

DRG  341    4,053  57  12,276 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 
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likely  to  be  significant  differences  in  costs  between 
cases  involving  a  semi-rigid  prosthesis  and  those 
involving  an  inflatable  model.  This  is  related  to 
the  price  of  the  prosthesis  (inflatable  models  range 
from  Si, 980  to  53,000;  semi-rigid  models  from 
S530  to  Si,  120)  and  the  length  of  hospital  stay 
(inflatable  models  require  a  significantly  longer 
period  of  post-operative  care). 

Total  Costs  to  the  Medicare  System 

The  current  DRG  classification  gives  hospitals 
a  financial  disincentive  to  implanting  the  inflata- 
ble model.  Although  use  of  this  device  and  there- 
fore total  Medicare  payments  may  increase  if  the 
DRG  were  reclassified  based  on  type  of  device, 
the  Commission  has  no  data  from  which  to  esti- 
mate the  magnitude  of  this  change. 

Quality  of  Patient  Care  and  the  Likely 
Benefits  of  Reclassification 

The  inflatable  prosthesis  seems  to  be  the  device 
of  choice  in  patients  with  paraplegia/quadriple- 
gia  and  urologic  conditions  which  require  cys- 
toscopy. The  model  is  contraindicated  in  patients 
with  artificial  urinary  sphincters.  In  other  cases, 
the  choice  of  a  prosthesis  is  based  largely  on  phy- 
sician and/or  patient  preference. 

Number  or  Distribution  of 
Medicare  Cases  Involved 

In  fiscal  year  1984  there  were  3,928  Medicare 
discharges  involving  the  implantation  of  a  penile 
prosthesis.  The  number  of  potential  Medicare  can- 
didates for  this  procedure  may,  however,  be  much 
greater. 

Number  or  Distribution  of  Hospitals 

The  manufacturer  of  one  inflatable  device  has 
provided  to  the  Commission  copies  of  letters  from 
hospitals  stating  they  have  stopped  implanting  in- 
flatable penile  prostheses  because  of  inadequate 
PPS  payments.  Table  B-10  demonstrates  the  ur- 
ban/rural and  teaching/non-teaching  distribution 
of  prosthesis  cases  (both  inflatable  and  semi-rigid) 
under  Medicare. 


Table  B-10.— Hospital  Differences  For  Cases  Involving 
Penile  Prostheses 


Number 

Hospital  Type 

Of  Cases 

Percent 

Urban: 

Major  Teaching  

  567 

14.5 

Minor  Teaching  

  1,361 

34.8 

Nonteaching  

  1,568 

40.1 

Rural: 

Major  Teaching  

  13 

0.3 

Minor  Teaching  

  43 

1.1 

Nonteaching  

  358 

9.2 

Total  

  3,910 

100.0% 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 


Conclusions 

The  cases  in  DRG  341  involving  implantation 
of  a  penile  prosthesis  should  be  reclassified  into 
a  unique  DRG  for  several  reasons.  First,  as  cur- 
rently defined,  DRG  341  is  not  clinically  coher- 
ent. Although  all  the  patients  undergo  an  opera- 
tion related  to  the  penis,  many  of  the  procedures 
are  quite  distinct  from  one  another  and  are  per- 
formed for  markedly  different  medical  indi- 
cations. 

Second,  penile  prosthesis  cases  utilize  signifi- 
cantly greater  hospital  resources  than  other  cases 
in  the  same  DRG.  The  difference  in  charges,  esti- 
mated from  the  1984  PATBILL  at  about  35  per- 
cent, is  due  largely  to  the  cost  of  the  prosthesis. 
Such  a  large  difference  was  probably  not  recog- 
nized during  the  development  of  the  DRGs.  Hos- 
pital resources  were  originally  measured  using 
length  of  stay  whereas  these  cases  have  high  costs 
despite  short  lengths  of  stay. 

Third,  as  discussed  in  detail  under  Recommen- 
dation 24,  the  high  nonlabor  costs  in  the  pros- 
thesis cases  result  in  payment  inequities  across 
hospitals.  To  avoid  these  inequities,  cases  with 
expensive  devices  should  not  be  classified  with 
non-device  cases.  In  addition,  the  labor  portion 
and  nonlabor  portion  of  the  standardized  amounts 
should  be  adjusted  to  reflect  the  high  nonlabor 
costs  of  the  device. 
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Recommendation 

Prior  to  recalibration,  cases  involving  the  im- 
plantation of  a  penile  prosthesis  should  be  re- 
moved from  DRG  341  and  reassigned  to  a  unique 


DRG.  The  labor  portion  and  nonlabor  portion  of 
the  standardized  amounts  should  be  redefined  for 
this  new  DRG  to  reflect  the  labor  related  and  non- 
labor  related  shares  of  costs  for  these  cases. 
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MAGNETIC  RESONANCE  IMAGING 

Magnetic  Resonance  Imaging  (MRI)  is  a  rela- 
tively new  technology  that  has  been  approved  by 
the  FDA  for  producing  .  .  .  "images  [that]  display 
the  internal  structure  of  the  head  and  body  and, 
when  interpreted  by  a  trained  physician,  can  yield 
information  that  can  be  useful  in  the  determina- 
tion of  a  diagnosis."  The  technology  has  been  used 
in  humans  by  researchers  since  the  mid  1970s. 
MRI  became  a  covered  service  for  most  indica- 
tions in  Medicare  beneficiaries  in  November  of 
1985.  Thus,  the  costs  and  charges  related  to  MRI 
were  not  in  the  data  sets  used  to  develop  DRGs 
or  weights.  In  anticipation  of  the  coverage  deci- 
sion and  a  need  for  Medicare  to  recognize  this  new 
technology  in  the  prospective  payment  system, 
ProPAC  has  examined  a  number  of  payment  is- 
sues concerning  MRI. 

The  Costs  and  Utilization 
of  MRI  Scanning 

Since  MRI  is  a  new  and  continually  evolving 
technology,  accurate  cost  and  utilization  data  are 
not  readily  available.  ProPAC  staff  began  its  anal- 
ysis by  synthesizing  cost  and  utilization  informa- 
tion from  a  number  of  sources  including  the  med- 
ical literature,  reports  from  hospital  and  insurance 
groups,  the  participants  in  a  ProPAC  panel  on 
MRI  and  other  experts  in  the  field.  Copies  of  pre- 
liminary estimates  were  then  provided  to  numer- 
ous experts,  including  the  ProPAC  MRI  panelists, 
all  the  manufacturers  of  MRI,  the  relevant  profes- 
sional and  hospital  groups,  and  others.  Based  on 
further  comments  from  these  experts,  ProPAC 
modified  its  original  estimates  and  has  summa- 
rized the  data  in  Table  B-ll.  The  average  cost 
(operating  and  capital)  of  an  MRI  scan  in  an  "effi- 
ciently run  scanner"  is  estimated  to  be  $335. 

Most  of  the  values  in  Table  B-ll  are  highly  sen- 
sitive to  a  number  of  factors  used  in  the  calcula- 
tions. These  factors  should  be  considered  in  evalu- 
ating costs  and  utilization: 

Annual  Operating  Costs:  The  fixed  operating 
costs  vary  with  the  type  of  MRI  scanner  and  the 
number  of  shifts  it  is  operated  each  day. 

Initial  Capital  Costs:  The  capital  costs  vary 
with  the  type  of  MRI  scanner,  its  location  (per- 


Table  B-11.— MRI  Costs  And  Utilization 


Annual  Operating  Costs: 

Fixed   $425,000 

Variable   $23 

Initial  Capital  Costs: 

Equipment  Acquisition  $1,500,000 

Facility  Preparation   450,000 

Scans: 

Av.  Scans  Per  Week  (Per  Year)  For  All 

Scanners   45(2,250) 

Av.  Scans  Per  Week  (Per  Year)  For  An  Efficiently 

Run  Scanner   55(2,750) 

Costs  Per  Scan  For  An  Efficiently  Run  Scanner: 

Operating   178 

Capital3   158 

Total   335 


Capital  is  assumed  to  be  100  percent  debt  financed  at  10  percent  interest  over 
a  period  of  6  years. 

SOURCE:  ProPAC  estimates. 

manent  or  mobile),  and  the  degree  to  which  the 
facility  must  be  renovated. 

Volume  of  Scans:  The  volume  of  scans  per- 
formed during  a  given  time  period  is  probably  the 
most  important  factor  in  determing  average  costs. 
ProPAC  has  chosen  55  per  week  as  an  efficient 
level. 

Interest  Rate:  The  interest  rate  facing  an  indi- 
vidual hospital  depends  on  the  bond  markets  at 
the  time  and  whether  the  institution  is  tax-exempt. 
ProPAC  has  chosen  an  average  value  of  10  per- 
cent. 

Useful  Life:  Approximately  one-fourth  of  the 
capital  costs  for  MRI  are  estimated  to  be  for  fa- 
cility preparation  and  are  usually  depreciated  over 
a  period  of  15  to  30  years.  An  MRI  scanner  may 
only  have  a  useful  life  of  5  years.  ProPAC  has 
chosen  an  average  value  of  6  years  for  all  capital 
expenditures. 

Salvage  Value:  Hospitals  are  permitted  to 
depreciate  the  difference  between  initial  price  paid 
for  capital  items  and  the  estimated  salvage  value 
at  the  end  of  useful  life.  Since  the  salvage  value 
is  extremely  difficult  to  calculate  at  this  time, 
ProPAC  has  calculated  capital  costs  assuming  no 
salvage  value.  Average  cost  estimates  would  de- 
crease if  a  salvage  value  were  included. 

Debt  vs.  Equity  Financing:  The  ProPAC  add- 
on assumes  100  percent  debt  financing,  although 
hospitals  are  likely  to  use  less  than  this  amount. 
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Reducing  the  debt  percentage  below  100  would 
decrease  estimates  of  capital  costs  in  the  form  of 
interest  expense. 

Substitution  for  Other  Hospital  Resources:  PPS 
pays  individual  hospitals  for  each  discharge  rather 
than  for  specific  services  rendered.  Any  additional 
payment  for  a  new  technology  should  therefore 
take  into  consideration  the  degree  to  which  that 
technology  substitutes  for  other  hospital  re- 
sources. It  appears  to  be  too  early  in  the  adop- 
tion and  diffusion  of  MRI  to  develop  accurate  esti- 
mates of  this  substitution  factor.  Based  on 
discussion  with  some  experts,  the  Commission  has 
made  the  assumption  that  MRI  may  substitute  for 
30  percent  of  other  hospital  operating  costs  (not 
capital  costs)  during  patient  stays. 

In  conclusion,  MRI  is  an  expensive  new  diag- 
nostic technology.  In  an  efficiently  run  facility, 
an  average  scan  probably  costs  about  $335,  al- 
though this  value  is  highly  sensitive  to  a  number 
of  key  variables  used  in  the  calculation.  The  tech- 
nology is  very  likely  to  increase  the  costs  per 
Medicare  discharge,  although  ProPAC  assumes 
that  MRI  will  substitute  for  perhaps  30  percent 
of  other  hospital  resources. 

Payment  Options  Under  PPS 

A  recent  analysis  has  demonstrated  that  the  per- 
cent of  scanners  currently  located  within  hospi- 
tals is  significantly  lower  than  for  Computed  To- 
mography (CT)  scanning.11  This  finding  is  likely 
due  to  a  number  of  factors,  including  delays  in 
coverage  by  many  third  party  payers,  certificate- 
of-need  programs,  the  prospective  payment  sys- 
tem, and  characteristics  of  the  technology  itself. 
ProPAC  is  concerned  that  because  of  these  fac- 
tors, Medicare  beneficiaries  may  face  limited  ac- 
cess to  this  important  new  technology.  The  Com- 
mission therefore  examined  several  different 
options  to  pay  for  MRI  under  PPS. 


"Steinberg,  E.P.,  Sisk,  J.E.  and  Locke,  K.E.,  "Xray  CT  and  Mag- 
netic Resonance  Imagers:  Diffusion  Patterns  and  Policy  Issues,  NEJM 
313:859-864,  1985. 


Recalibration  of  DRG  Weights 
Without  Other  Adjustments 

One  possible  payment  mechanism  is  that  MRI 
could  become  a  covered  service  for  Medicare  ben- 
eficiaries without  additional  payment  for  the  tech- 
nology. In  fact,  this  is  the  payment  mechanism 
that  was  chosen  by  the  HCFA  during  the  time  that 
ProPAC  was  evaluating  the  issue.  Payments  for 
cases  involving  MRI  are  determined  by  the  rele- 
vant standardized  amount(s),  DRG  weight(s)  and 
adjustments  (i.e.,  for  wages,  indirect  teaching  and 
outliers).  Since  the  standardized  amount  includes 
an  update  factor,  and  since  ProPAC's  recommen- 
dation for  an  update  factor  includes  a  component 
for  cost  increasing  and  quality  enhancing  technol- 
ogies (i.e.,  within  the  Discretionary  Adjustment 
Factor — DAF),  then  hospitals  are  already  pro- 
vided some  additional  funds  for  using  new  tech- 
nologies such  as  MRI.  These  funds  are  not  ear- 
marked for  new  technologies  generally  or  MRI 
specifically,  however,  and  can  be  applied  at  the 
hospital's  discretion. 

As  MRI  is  used  for  more  beneficiaries,  the 
charges  for  scanning  will  appear  in  the  Medicare 
data  bases  used  for  recalibration.  Over  time  the 
weights  for  individual  DRGs  will  more  accurately 
reflect  the  relative  costs  of  MRI. 

This  payment  option  has  the  advantage  that  it 
treats  MRI  like  other  technologies  for  which  no 
specific  adjustments  are  made  in  DRG  classifica- 
tion or  weight.  With  annual  recalibration,  how- 
ever, there  may  be  up  to  a  two  year  lag  between 
the  time  that  a  change  occurs  in  the  use  of  MRI 
and  when  that  change  is  reflected  in  the  weights. 
If  recalibration  occurs  less  often,  the  lag  period 
will  be  even  greater.  In  addition,  the  DRG  weight 
(and  therefore  the  payment)  for  an  individual  dis- 
charge is  identical  whether  or  not  an  MRI  scan 
is  performed  and  whether  or  not  the  hospital  owns 
the  scanner. 

Adjust  DRG  Weights  Other 
Than  Through  Recalibration 

A  second  payment  option  for  MRI  is  to  adjust 
immediately  all  the  weights  in  DRGs  that  would 
include  cases  having  undergone  MRI.  This  would 
prevent  the  long  lag  period  described  above.  To 
calculate  these  new  weights  would  require  esti-  | 
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mates  of  the  average  additional  costs  per  discharge 
in  a  case  that  undergoes  scanning  and  the  percent- 
age of  all  cases  in  each  DRG  that  get  a  scan.  For 
a  new  technology  that  is  applied  to  a  well  defined 
patient  group  and  is  the  major  determinant  of  hos- 
pital resource  use  (for  example,  extracorporeal 
shock  wave  lithotripsy),  this  estimation  can  be 
based  on  reviewing  a  limited  sample  of  cases.  The 
difficulty  with  MRI  is  that  the  technology  is  ap- 
plied to  patients  with  different  disease  processes 
and  the  resulting  discharges  are  classified  into 
many  DRGs.  Furthermore,  MRI  might  add  to 
costs  for  cases  in  some  DRGs  while  reducing  to- 
tal costs  for  cases  in  other  DRGs.  Thus  to  calcu- 
late the  appropriate  changes  in  all  the  weights  of 
DRGs  in  which  cases  undergo  MRI  scanning 
would  require  data  on  large  samples  of  patients 
in  each  of  the  relevant  DRGs.  Since  such  data  are 
not  currently  available  for  MRI,  reweighting  in- 
dividual DRGs  is  not  feasible  at  this  time. 

Cost  Pass-Through  for  MRI 

A  third  payment  option  for  MRI  is  to  reimburse 
hospitals  on  a  reasonable  cost  basis  (i.e.,  as  a  cost 
pass-through).12  Such  a  mechanism,  however, 
fails  to  provide  hospitals  with  appropriate  incen- 
tives for  providing  cost-effective  care  and  was  dis- 
missed by  the  Commission. 

Payment  Add-on 

A  final  approach  to  paying  for  MRI  involves 
an  additional  payment  (hereafter  termed  an  "add- 
on") for  each  scan  performed  for  a  Medicare  ben- 
eficiary. This  payment  mechanism  has  several  ad- 
vantages. The  add-on  would  direct  payments  spe- 
cifically to  those  discharges  in  which  an  MRI  scan 
is  performed.  As  a  result,  hospitals  with  MRI 
scanners  would  likely  receive  higher  payments 
than  if  an  add-on  did  not  exist.  These  higher  pay- 
ments for  hospitals  with  scanners  would  likely  en- 
courage the  adoption  and  diffusion  of  the  tech- 
nology, making  it  more  accessible  to  Medicare 
beneficiaries.  The  add-on  could  be  implemented 
immediately  and  would  not  necessarily  face  the 
longer  lag  period  associated  with  recalibration. 
One  drawback  to  the  add-on,  however,  would  be 


a  financial  incentive  for  hospitals  to  provide  more 
scans. 

After  evaluating  all  these  payment  options  for 
MRI,  the  Commission  determined  that  an  add- 
on payment  would  be  most  appropriate.  In  the 
following  pages  are  the  factors  that  the  Commis- 
sion considered  in  developing  the  final  recommen- 
dation. 

Key  Factors  in  Calculating  the  Add-on 

The  Capital  Issue 

One  Commission  goal  in  calculating  the  add- 
on was  to  pay  hospitals  the  same  amount  for  an 
MRI  scan  regardless  of  whether  they  own  a  scan- 
ner or  purchase  scans  from  other  providers.  The 
current  pass-through  for  capital  related  costs, 
however,  complicates  this  concept.  If  ProPAC 
recommends  one  add-on  payment  regardless  of 
MRI  ownership,  the  hospital  with  its  own  scan- 
ner would  receive  the  add-on  and  a  capital  pass- 
through.  In  contrast,  the  hospital  that  purchases 
scans  from  another  provider  would  receive  only 
the  add-on,  although  the  price  it  pays  for  a  scan 
is  likely  to  reflect  significant  capital  related  costs.13 
Thus  a  single  add-on  payment  would  encourage 
hospitals  to  buy  MRI  scanners  rather  than  pur- 
chase scans  from  other  hospitals  or  free-standing 
units. 

An  approach  to  this  problem  would  be  for 
ProPAC  to  recommend  two  add-ons — one  for  a 
hospital  that  owns  a  scanner  and  receives  a  capi- 
tal pass-through  and  a  larger  add-on  for  institu- 
tions that  purchase  scans  from  other  sources.  The 
two  add-ons  would  increase  the  administrative 
burden  of  the  mechanism  to  a  small  extent  but 
would  leave  the  payment  process  neutral  to  the 
location  of  the  scanner.  If  in  the  future  capital 
costs  are  included  in  PPS  payments,  however, 
only  one  add-on  would  be  necessary. 

The  Commission  also  considered  but  rejected 
a  policy  whereby  all  MRI  capital  costs,  includ- 
ing those  currently  excluded  from  PPS  and  paid 
on  a  reasonable  cost  basis,  would  be  paid  via  an 
add-on.  Although  this  mechanism  would  treat  all 


"Capital  costs  are  currently  paid  in  this  manner,  although  changes 
are  likely  in  the  future. 


"Experts  generally  estimate  that  capital  represents  approximately 
50  percent  of  total  scanner  costs. 
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MRI  capital  costs  in  a  consistent  manner,  the  pol- 
icy may  not  be  necessary  in  light  of  many 
proposals  to  include  capital  related  costs  under 
PPS.  The  Commission  therefore  rejected  this  pol- 
icy option  but  plans  to  reconsider  its  merit  in  the 
future  if  capital  payments  are  not  incorporated 
into  PPS. 

The  Amount  of  the  Add-on 

The  Commission  also  determined  that  the  add- 
on should  reflect  the  average  cost  of  a  scan  per- 
formed at  an  efficiently  run  facility.  The  Com- 
mission estimated  this  value  at  $335  (see  Table 
B-ll).  As  discussed  earlier,  it  is  important  to  ad- 
just this  amount  to  reflect  the  degree  to  which  MRI 
substitutes  for  other  hospital  resources.  Using  a 
value  of  30  percent  substitution  for  operating  costs 
and  no  substitution  for  capital  costs,  the  Com- 
mission chose  an  add-on  of  $124  for  institutions 
that  own  their  own  scanners  (i.e.,  are  also  eligi- 
ble for  the  capital  pass-through)  and  $282  for  hos- 
pitals that  purchase  scans  from  other  providers. 

Payment  to  the  Discharging  Hospital, 
Not  to  the  MRI  Scanner 

Although  an  add-on  payment  changes  the  fi- 
nancial incentives  that  hospitals  face  under  PPS, 
the  Commission  believes,  to  the  extent  possible, 
that  the  add-on  should  still  encourage  hospitals 
to  provide  quality  services  with  the  fewest  re- 
sources. By  making  the  add-on  payment  to  the 
discharging  hospital,  Medicare  remains  neutral  to 
the  hospital  decision  about  buying  a  scanner  vs. 
purchasing  scans  from  another  provider. 

Adjusting  Total  Medicare  Payments 

The  Commission  decided  that  any  payment 
mechanism  for  MRI  must  not  result  in  an  addi- 
tional increase  in  total  Medicare  payments.  To 
achieve  this  goal,  some  other  Medicare  payment 
must  be  reduced  by  approximately  $27  million, 
the  estimated  total  of  all  add-on  payments  in  fis- 
cal year  1987. 14  Three  potential  areas  for  payment 
reductions  were  examined: 

14The  $27  million  figure  was  estimated  for  Fi-  1987  assuming  add- 
ons of  $124  and  $282  as  described  above,  500  scanners  in  opera- 
tion, 50  percent  of  scanners  owned  by  hospitals,  an  average  of  45 
scans  per  week  for  all  scanners,  70  percent  of  inpatient  scans  per- 
formed at  the  discharging  hospital,  40  percent  of  all  scans  being  for 
Medicare  beneficiaries,  and  35  percent  of  all  scans  done  on  inpatients. 


Indirect  Medical  Education. — The  adjustment 
for  indirect  medical  education  is  provided  to  hos- 
pitals to  compensate  for  the  costs  (in  addition  to 
wages  and  salaries)  associated  with  graduate  med- 
ical education.  Although  one  factor  that  likely  in- 
creases costs  in  these  institutions  is  the  use  of  new 
technologies,  MRI  is  by  no  means  limited  to  teach- 
ing hospitals.  Significant  numbers  of  scanners  are 
now  located  in  non-teaching  hospitals  and  in  free- 
standing imaging  centers.  Thus,  paying  for  the 
MRI  add-on  by  reducing  the  indirect  teaching  ad- 
justment would  not  be  equitable. 

Outliers. — As  currently  constructed,  outlier 
payments  are  calculated  to  pay  for  the  marginal 
costs  of  care  beyond  designated  thresholds  of 
charges  or  lengths  of  stay.  Although  some  cases 
may  qualify  as  outliers  because  a  new  technol- 
ogy is  used,  this  is  not  likely  to  be  the  situation 
for  a  majority  of  outliers.  Paying  for  an  MRI  add- 
on by  reducing  outlier  payments  would  thus  be 
an  indirect  and  inequitable  method. 

DAF. — In  its  calculation  of  the  Update  Factor, 
ProPAC  has  identified  a  component  of  the  DAF 
(Discretionary  Adjustment  Factor)  for  "Scientific 
and  Technological  Advancement."  This  compo- 
nent should  reflect  a  social  concensus  regarding 
the  amount  to  be  set  aside  for  technological  ad- 
vancement, balancing  the  medical  benefits  against 
the  costs  of  such  advancements.  The  Commission 
believes  that  it  is  most  appropriate  to  reduce  this 
amount  for  "Scientific  and  Technological  Ad- 
vancement" in  order  to  provide  the  payments  ear- 
marked specifically  for  MRI.  Accordingly,  the 
Commission's  current  recommendation  for  the 
DAF  (see  Recommendation  2)  has  been  adjusted 
downward  to  reflect  the  $27  million  in  add-on 
payments  estimated  for  fiscal  year  1987. 

Adjusting  the  DRG  Weights  To  Prevent 
Overpayment  for  MRI 

The  Commissioners  are  also  concerned  about 
possible  overpayment  for  cases  involving  MRI. 
If  the  DRG  weights  are  recalibrated  during  the 
next  two  years,15  and  if  the  costs  (or  charges)  for 
MRI  are  reflected  in  the  data  used  for  that  pur- 
pose, then  payment  for  MRI  could  be  included 
in  both  the  DRG  payment  and  the  add-on.  This 

15Although  ProPAC  recommends  annual  recalibration,  the  law 
currently  states  that  it  must  be  done  at  least  every  four  years. 
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does  not  appear  to  be  a  major  problem,  however. 
Consider  what  happens  in  each  of  the  next  three 
years  assuming  that  MRI  became  a  covered  serv- 
ice in  November  1985  and  that  an  add-on  is  im- 
plemented on  October  1,  1986. 

Year  1  of  Add-on,  fiscal  year  1987.— The  DRG 
weights  for  fiscal  year  1987  will  likely  have  been 
recalibrated  with  Medicare  PATBILL  data  from 
fiscal  year  1985,  a  period  when  probably  few 
scans  were  performed  on  beneficiaries.  Therefore 
it  is  unlikely  that  the  add-on  will  result  in  over- 
payment for  these  cases. 

Year  2  of  Add-on,  fiscal  year  1988.— The  DRG 
weights  for  fiscal  year  1988  will  likely  have  been 
recalibrated  with  Medicare  PATBILL  data  from 
fiscal  year  1986.  Some  cases  in  this  data  set  will 
have  undergone  MRI  scanning  (since  the  proce- 
dure was  covered  in  Nov.  1985)  but  we  will  not 
have  detailed  data  on  use  of  MRI  by  DRG.16  Thus 
there  could  be  some  overpayment  for  MRI  cases 
during  the  year.  The  magnitude  of  the  overpay- 
ment, however,  is  likely  to  be  small. 

Year  3  of  Add-on,  fiscal  year  1989.— The  DRG 
weights  for  fiscal  year  1989  will  likely  have  been 

"Currently  MRI  does  not  have  a  unique  ICD-9-CM  code  to  iden- 
tify its  use  in  beneficiaries.  Even  if  such  a  code  were  assigned  in  the 
near  future,  however,  hospitals  have  little  incentive  to  record  MRI 
on  the  Medicare  bill  until  the  time  that  an  add-on  is  implemented. 


recalibrated  with  Medicare  PATBILL  data  from 
fiscal  year  1987  (the  first  year  of  the  add-on).  MRI 
utilization  information  will  therefore  be  available 
for  individual  DRGs  and  adjustments  could  be 
made  in  DRG  weights  to  prevent  overpayment. 

In  summary,  adjustments  can  be  made  in  DRG 
weights  for  fiscal  year  1989.  Prior  to  that  time  ad- 
justments would  be  difficult  to  make  but  would 
likely  be  unnecessary. 

Recommendation 

For  a  period  of  three  years,  Medicare  should 
pay  hospitals  an  additional  amount  (hereafter 
termed  an  add-on)  for  each  covered  magnetic  res- 
onance imaging  (MRI)  scan  performed  on  an  in- 
patient Medicare  beneficiary  in  a  PPS  hospital. 
Under  existing  capital  payment  policy,  the  add- 
on for  fiscal  year  1987  should  be  $124  for  each 
scan  performed  on  beneficiaries  in  institutions 
where  Medicare  pays  for  the  capital  costs  of  an 
MRI  scanner  and  $282  for  each  scan  performed 
on  beneficiaries  in  other  PPS  hospitals.  In  fiscal 
year  1988  and  1989  the  add-on  amounts  for  all 
hospitals  should  be  recalculated  to  reflect  any 
change  in  the  average  cost  of  an  efficiently  pro- 
duced scan  and  any  changes  in  capital  payment 
policy. 
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EXTRACORPOREAL  SHOCKWAVE  LITHOTRIPSY 


Extracorporeal  Shockwave  Lithotripsy  (ESWL) 
is  a  new,  non-invasive  technology  which  uses 
shock  waves  to  eliminate  urinary  tract  stones. 
When  DRGs  were  initially  developed,  ESWL  was 
not  a  covered  service  for  Medicare  beneficiaries. 
In  1985,  ESWL  was  covered  and  the  cases  were 
assigned  to  the  medical  DRGs  323  (Urinary  Stones 
age  >  69  and/or  C.C.)  and  324  (Urinary  Stones 
age  <70  w/o  C.C). 

Since  discharges  are  classified  into  DRGs  323 
and  324  based  on  the  age  of  the  patient  and/or 
presence  of  complications  or  comorbidities,  ProPAC 
surveyed  the  literature  and  professional  groups 
to  determine  if  these  distinctions  were  justified 
medically.  To  date,  we  have  not  found  any  spe- 
cific medical  reasons  for  this  DRG  split  for  ESWL 
discharges.  The  ESWL  clinical  protocols  used  dur- 
ing the  investigational  phase,  however,  prevented 
most  patients  with  comorbidities  or  complications 
from  receiving  ESWL  treatment.  Furthermore, 
cases  with  complications  that  require  percutane- 
ous lithotripsy  or  conventional  surgery  are 
grouped  into  higher  weighted  DRGs  304  and  305. 


Review  of  Initial  ProPAC  Analysis 

ProPAC  staff  obtained  information  on  ESWL 
procedure  costs  and  other  routine  and  ancillary 
hospital  service  charges  from  the  American  Hos- 
pital Association  (AHA),  the  American  Urologi- 
cal  Association  (AUA),  and  seven  ESWL  pro- 
viders. This  information  is  summarized  in  Table 
B-12. 

Since  the  cost  estimates  in  Table  B-12  were  de- 
rived from  multiple  sources,  several  aspects  of  the 
table  require  explanation. 

Operating  Costs  and  Charges 

ESWL  Procedure  Cost  Per  Case. — The  proce- 
dure costs  per  case  vary  with  the  number  of  ESWL 
shocks  delivered  per  case.  In  the  future,  as  more 
complicated  cases  are  treated  by  ESWL,  the  costs  | 
per  case  may  increase  because  of  increased  use  of 
the  equipment  and  increased  use  of  the  disposa- 
ble ESWL  electrodes.  The  cost  of  an  electrode  is 
in  the  $200  to  $300  range.  A  typical  patient  may 


Table  B-12.— Operating  Costs  and  Payments  For  ESWL  Discharges 


ProPAC 
Estimates3 

Georgetown 
Datab 

A.  Utilization  Assumptions: 

1.  Number  Of  Cases/Year   

2.  Approximate  Number  Of  Cases/Week  

3.  Number  Of  ESWL  Shocks/Case  

  1,200 

  23 

  1,100 

1,042 
20 
1,594 

B.  ESWL  Procedure  Costs: 

2.  All  Other  Costs  

3.  Total  ESWL  Costs/Procedure  

  $87,085 

  $713,559 

  $667 

$161,301 
$1,050,715 
$1,163 

C.  Other  Routine  &  Ancillary  Service  Costs0: 

2.  All  Other  Services  

3.  Total  Rtn.  &  Anc.  Svc.  Costs/Case  

  $777 

  $1,268 

  $2,045 

$637 
$1,320 
$1,957 

  $2,712 

$3,120 

E.  Payments: 

1.  DRG  323  Payment/Case  

2.  Payment  As  %  Of  Costs  

3.  DRG  324  Payment/Case  

4.  Payment  As  %  Of  Costs  

  $2,655 

  98% 

  $1,857 

  68% 

$2,557 
82% 

$1,787 
57% 

aBased  on  information  from  the  American  Hospital  Association,  the  American  Urological  Association,  and  seven  ESWL  providers. 
bFrom  the  Institute  For  Health  Policy  Analysis/Georgetown  University  Medical  Center  National  Health  Services  and  Practice 

Patterns  Survey— Extracorporeal  Shockwave  Lithotripsy  Operating  Cost  and  Payments  Study. 
cOther  routine  &  ancillary  hospital  service  costs  were  calculated  by  multiplying  the  average  of  reported  hospital  charges  by  0.7. 
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require  as  many  as  3  electrodes  per  treatment.  On 
the  other  hand,  the  average  cost  of  treating  a  pa- 
tient with  ESWL  is  extremely  sensitive  to  the  num- 
ber of  procedures  performed.  While  the  cost  data 
used  in  the  ProPAC  analysis  reflect,  on  average, 
a  relatively  low  volume  of  cases  in  institutions 
with  lithotripters,  as  hospitals  utilize  their  equip- 
ment more  efficiently,  costs  per  case  are  likely  to 
decrease. 

Separating  Medicare  Part  A  Operating  Costs 
from  Part  B  Costs. — Some  providers  included 
urologist  and  anesthesiologist  fees  as  part  of  their 
operating  costs.  These  fees  (or  salaries)  are  paid 
under  Medicare  Part  B  and  therefore  are  not  al- 
lowable under  Part  A  operating  cost.  Line  B-l  rep- 
resents salaries  of  non-physician  personnel  asso- 
ciated with  the  ESWL  procedure. 

Separating  Medicare  Part  A  Operating  Costs 
from  Capital  Costs. — One  of  the  most  difficult 
parts  of  constructing  Table  B-12  was  to  exclude 
capital  costs.  Some  providers  that  purchased 
equipment  reported  interest  on  debt  as  an  oper- 
ating cost.  Other  providers  leased  equipment  and 
reported  lease  fees  as  operating  costs.  Both  inter- 
est on  debt  and  lease  fees  are  subject  to  Medicare 
capital  pass-through  adjustments  on  a  reasonable 
cost  basis.  Line  B-2  reflects  non-salary  ESWL 
operating  costs  exclusive  of  capital  and  differs  sig- 
nificantly from  the  amounts  identified  by  some 
private  sector  groups. 

Other  Routine  and  Ancillary  Hospital  Costs. — 
The  cost  and  charge  information  used  in  this  anal- 
ysis was  collected  during  and  immediately  after 
the  ESWL  investigational  phase.  Although  costs 
are  likely  to  change  in  the  future,  the  direction 
of  the  change  remains  unclear.  Length  of  stay  and 
the  use  of  ancillary  services  might  decrease  for  un- 
complicated patients  no  longer  on  protocols. 
However,  as  the  procedure  is  applied  to  larger 
stones  and  sicker  patients,  both  length  of  stay  and 
the  use  of  ancillary  services  could  increase. 

Estimating  Costs  for  Other  Routine  and  Ancil- 
lary Hospital  Services. — ProPAC  had  access  to 
providers'  routine  and  ancillary  service  charges 
for  ESWL  cases.  We  estimated  costs  at  70  percent 
of  charges  based  on  previous  experience  with 
Medicare  data. 


Capital  Cost 

The  cost  of  an  ESWL  unit  is  in  the  range  of  $1.7 
million.  Currently,  capital  costs  (including  equip- 
ment, interest,  renovation,  etc.)  are  paid  on  a  rea- 
sonable cost  basis.  The  Commission  has  recom- 
mended that  the  Secretary  initiate  a  transition  to 
all-inclusive  prospective  prices  that  combine  oper- 
ating and  capital  cost  components  in  a  single  pro- 
spective payment  per  case  for  hospitals.  (See  Rec- 
ommendation 5.) 

Payments 

ProPACs  analysis  includes  an  estimation  of 
Medicare  payments  for  both  DRG  323  and  324. 
The  results  of  this  analysis  show  average  Medi- 
care fiscal  year  1986  payments  of  $2,655  for  dis- 
charges in  DRG  323  and  $1,857  for  discharges  in 
DRG  324.  These  amounts  reflect  the  average  PPS 
payments  to  the  seven  hospitals  that  provided 
ProPAC  with  cost  data.  The  payments  include 
both  the  hospital  specific  and  federal  portions, 
with  adjustments  for  wage  rates  and  indirect 
teaching  costs.  Part  E  of  Table  B-12  represents 
average  payments  in  DRGs  323  and  324,  expressed 
in  absolute  terms  and  as  a  percentage  of  costs. 
The  table  demonstrates  that  payments  in  DRG  323 
approximate  costs  (80  to  100  percent — see  Row 
E-2)  while  payments  in  DRG  324  are  significantly 
below  costs  (60  to  70  percent — see  Row  E-4). 

IHPA  Data 

The  Institute  for  Health  Policy  Analysis  (IHPA) 
of  Georgetown  University  Medical  Center  began 
a  study  into  the  costs  of  ESWL.  The  final  column 
in  Table  B-12  provides  a  preliminary  summary 
of  this  study,  with  cost  data  from  16  institutions 
that  currently  have  lithotripters. 

In  comparing  the  two  sets  of  data,  ProPACs 
assumptions  closely  match  IHPA's.  However, 
there  are  some  differences  to  consider.  The 
ProPAC  analysis  included  information  from  both 
Medicare  and  non-Medicare  patients;  IHPA's  in- 
cluded Medicare  only.  ProPACs  analysis  used 
data  obtained  during  the  FDA  investigational 
stage.  One  would  expect  these  cases,  on  average, 
to  have  a  longer  LOS,  to  have  more  diagnostic 
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tests  performed,  and  to  have  younger,  healthier 
patients  with  smaller  stones  than  those  in  the  post- 
investigational  stage  (IHPA's  study).  Finally,  the 
IHPA  study  yielded  more  shocks  per  case  and 
higher  total  salaries  and  wages  than  in  the 
ProPAC  analysis.  IHPA  found  that  on  average, 
payment  in  DRG  323  is  about  82  percent  of  costs 
while  payment  in  DRG  324  is  about  57  percent 
of  costs. 

Although  these  data  reflect  more  recent  infor- 
mation from  a  larger  number  of  providers  than 
originally  examined  by  ProPAC  staff,  several  fac- 
tors must  be  considered  when  evaluating  these  ad- 
ditional data.  First,  these  are  only  preliminary 
figures  and  require  further  verification  from  the 
institutions.  Second,  ProPAC  staff  were  only  per- 
mitted to  examine  the  summary  information 
rather  than  institution-specific  costs.  Finally,  both 
ProPAC  and  IHPA  analyses  are  based  on  rela- 
tively low  volumes  of  cases  (approximately  four 
per  day).  Since  average  costs  are  extremely  sen- 
sitive to  volume,  and  the  cost  data  reflect  a  some- 
what low  volume  of  cases,  either  analysis  could 
demonstrate  significantly  lower  costs  if  providers 
increase  volume  over  time. 

Some  critics  of  the  current  classification  of  dis- 
charges suggest  that  ESWL  discharges  would  be 
more  appropriately  classified  into  the  two  surgi- 
cal DRGs  304  and  305  (kidney,  ureter  &  major 
bladder  procedures  for  non-malignancy  age  >  69 
and/or  C.C.  and  <70  w/o  C.C.,  respectively). 
The  American  Urological  Association  believes 
that  such  a  classification  would  improve  the  qual- 
ity of  patient  care  by  encouraging  the  treatment 
of  these  patients  by  urologists,  rather  than  by  phy- 
sicians without  surgical  training.  If  cases  were 
grouped  this  way,  however,  payments  would 
likely  average  over  200  percent  of  costs. 


Conclusions 

•  Judgments  regarding  the  appropriateness  of 
payment  amounts  for  ESWL  cases  relate  to  as- 
sumptions about  the  utilization  of  the  proce- 
dure, the  changing  indications  for  the  proce- 
dure, and  the  importance  of  age,  complications 
and/or  comorbidities. 

•  Average  costs  for  treatment  of  a  patient  with 
ESWL  are  extremely  sensitive  to  the  number  of 
cases  treated,  and  current  cost  data  are  based 
on  a  relatively  low  volume  of  cases.  As  hospi- 
tals utilize  their  equipment  more  efficiently, 
costs  per  case  are  likely  to  decrease.  Based  on 
current  costs  and  patterns  of  use: 

1.  PPS  payments  for  ESWL  cases  in  DRG  324 
are  significantly  lower  than  operating 
costs. 

2.  PPS  payments  for  ESWL  cases  in  DRG  323 
likely  reflect  between  80  and  100  percent 
of  operating  costs. 

3.  PPS  payments  for  ESWL  cases  in  DRGs 
304  and  305  would  exceed  over  200  per- 
cent of  operating  costs. 

Recommendation 

Prior  to  recalibration,  cases  in  which  extracor- 
poreal shock  wave  lithotripsy  (ESWL)  is  the  prin- 
cipal procedure  should  temporarily  be  removed 
from  DRG  324  and  reassigned  to  DRG  323.  The 
payments  and  costs  for  all  cases  in  this  DRG 
should  be  monitored  to  determine  the  appropri- 
ateness of  PPS  payments  for  operating  costs.  A 
unique  procedure  code  should  be  identified  for 
ESWL. 
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UPPER  EXTREMITY  PROCEDURES 

Advances  in  surgical  technique  and  prostheses 
for  deformities/injuries  of  the  upper  extremities 
have  made  it  possible  for  increasing  numbers  of 
elderly  patients  to  undergo  surgery  of  the  upper 
extremities.  At  the  request  of  the  Orthopedic 
Community,  ProPAC  examined  DRGs  223,  224, 
228,  and  229  (those  dealing  with  upper  extremity 
procedures)  to  determine  whether  current  group- 
ings and  payments  were  appropriate.  Concerns 
were  raised  that  surgical  cases  involving  joint 
prostheses  or  certain  comorbid  medical  conditions 
were  more  costly  than  the  average  case.  Hospi- 
tals might  have  disincentives  to  accept  such  cases. 
This  is  inconsistent  with  the  goal  of  quality  care 
for  Medicare  patients. 

The  following  analyses  were  undertaken  to 
identify  groups  that  were  clinically  and  fiscally 
more  homogenous. 

Analyses 

DRGs  223-4 

The  current  DRGs  are: 
(R-square  =  .01,  ANOVA) 

Percent  of  1984  avg 

cases  std  charges 

223  Upper  extremity  procedure  except  humerus 

and  hand.  age>69  or  c.c                         64%  $4,111 

224  Upper  extremity  procedure  except  humerus 

and  hand,  age  <70  w/o  c.c                      36%  53,298 

To  derive  new  groups,  four  variables  were  stud- 
ied: a)  Implantation  of  joint  prosthesis;  b)  Diag- 
nosis of  rheumatoid  arthritis;  c)  Complication  as 


defined  by  the  1986  DRG  grouper;  and  d)  Age. 
Results  of  univariate  analysis  are  presented  in  Ta- 
ble B-13. 

Multivariate  analysis  shows  that  the  following 
two  groups  best  explain  the  observed  differences 
among  standardized  charges  for  the  variables 
studied: 

(R-square  =  .13,  ANOVA) 

Percent  1984  avg 

of  cases  std  charges 

a)  Upper  extremity  procedure  except  humerus 

and  hand;  w/joint  prosthesis  or  c.c.  .  .      28%  $5,735 

b)  Upper  extremity  procedure  except  humerus 

and  hand;  w/o  joint  prosthesis  or  c.c.       72%  $2,875 

DRGs  228-9 

The  current  groups  are: 
(R-square  =  .01,  ANOVA) 

Percent  of  1984  avg 

cases  std  charges 

228  Ganglion  cyst  (hand)  procedures                    5%  $1,433 

229  Hand  procedures  except  ganglion                  95%  $2,573 

In  deriving  new  groups,  six  variables  were  stud- 
ied: a)  Implantation  of  joint  prosthesis;  b)  Diag- 
nosis of  rheumatoid  arthritis;  c)  Complication  as 
defined  by  the  1986  grouper;  d)  Age;  e)  Type  of 
surgical  procedure  ("major"  versus  "minor"  as  de- 
fined by  a  national  group  of  orthopedic  physi- 
ians);  and  f)  Type  of  surgical  procedure  (based 
on  four  groups  defined  by  a  group  of  Boston  phy- 
sicians). See  Table  B-14  for  results  of  univariate 
analysis. 


Table  B-13.— Univariate  Analysis  For  DRGs  223  And  224 


Std  Total  Charges  Length  Of  Stay 

Variable  Freq     Mean    Std  Dev     Freq      Mean  Std  Dev 


Selected  Diagnoses: 


Rheumatoid  

1,463 

5,156 

4,671 

1,464 

9.38 

8.02 

All  Others  

10,207 

3,462 

3,296 

10,223 

6.36 

6.82 

Age  Groups: 

Under  Age  70  

5,616 

3,458 

3,248 

5,623 

6.06 

6.43 

70  And  Over  

6,054 

3,875 

3,784 

6,064 

7.36 

7.52 

Complication  Diagnoses: 

Complications  and  Comorbidities  . 

.  2,268 

5,539 

5,621 

2,269 

10.12 

8.80 

All  Other  Diagnoses  

9,402 

3,225 

2,629 

9,418 

5.92 

6.29 

Joint  Procedures: 

Joint  Replacement  

1,321 

6,598 

4,335 

1,321 

11.21 

8.94 

.  10,349 

3,302 

3,244 

10,366 

6.17 

6.56 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 
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Table  B-14.— Univariate  Analysis  For  DRGs  228  And  229 


Std  Total  Charges  Length  Of  Stay 

Variable  Freq     Mean    Std  Dev     Freq      Mean  Std  Dev 


Selected  Diagnoses: 


Rheumatoid  

288 

2,809 

1,831 

288 

4.98 

4.35 

All  Others  

10,779 

2,441 

2,516 

10,813 

4.03 

5.07 

Age  Groups: 

Under  Age  70  

6,671 

2,362 

2,025 

6,691 

3.74 

4.27 

70  And  Over  

4,396 

2,583 

3,083 

4,410 

4.54 

6.02 

Complication  Diagnoses: 

Complications  and  Comorbidities  . 

.    1 ,404 

3,610 

4,282 

1,405 

6.60 

7.96 

All  Other  Diagnoses  

9,663 

2,282 

2,069 

9,696 

3.69 

4.36 

Joint  Procedures: 

Joint  Replacement  

1,931 

3,270 

2,365 

1,932 

4.93 

4.08 

All  Other  Surgery  

.  9,136 

2,277 

2,495 

9,169 

3.87 

5.22 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 


ProPAC  identified  three  alternative  classifica- 
tions for  discharges  involving  hand  procedures. 
Classification  1  splits  apart  cases  with  complica- 
tions/comorbidities  or  joint  prostheses  from  all 
other  cases.  Classification  2  splits  apart  cases  with 
complications/comorbidities  or  collagen  vascu- 
lar diseases  from  all  others.  Classification  3  splits 
apart  cases  with  complications/  comorbidities  or 
joint  prostheses  or  collagen  vascular  diseases  from 
all  other  cases.  All  these  classifications  explain 
about  the  same  amount  of  variance  in  charges. 


Classification  1  (R-square  =  .06,  ANOVA) 

Percent  of  1984  avg 

cases  std  charges 

228  Hand  procedures;  with  joint  prosthesis 

or  c.c                                                    28%  $3,321 

229  Hand  procedures;  w/o  joint  prosthesis 

or  c.c                                                    72%  $2,040 

Classification  2  (R-square  =  .05,  ANOVA) 

Percent  of  1984  avg 

cases  std  charges 

228  Hand  procedure;  with  collagen  vascular 

disease  or  c.c                                         32%  $3,287 

229  Hand  procedure;  w/o  collagen  vascular 

disease  or  c.c                                          68%  $2,051 

Classification  3  (R-square  =  .05,  ANOVA) 

Percent  of  1984  avg 

cases  std  charges 

228  Hand  procedure;  with  joint  prosthesis  or 

collagen  vascular  disease  or  c.c                 40%  $3,148 

229  Hand  procedure;  w/o  joint  prosthesis  or 

collagen  vascular  disease  or  c.c                 60%  $1,982 


Other  Issues 

Practice  Pattern  Change 

Some  orthopedic  surgeons  are  concerned  that 
many  patients  will  unnecessarily  undergo  multi- 
ple procedures  (with  accompanying  increased  risk 
of  surgical /anesthetic  complication)  unless  reim- 
bursement amounts  allow  for  increased  costs  of 
multiple  prosthetic  implants  during  a  single 
surgery. 

Only  163  cases  of  multiple  prosthetic  implants 
were  found  in  DRGs  223,  224,  228,  and  229.  Fur- 
ther analyses  may  be  indicated  if  an  increasing 
number  of  Medicare  patients  become  candidates 
for  multiple  joint  prostheses. 

Concomitant  Nonsurgical  Hip  Fracture 

Cases  involving  hand  or  foot  procedures  with 
associated  nonsurgical  hip  fractures  had  dis- 
parately  high  charges.  The  125  cases  in  DRGs  225, 
228  and  229  with  diagnoses  of  pertrochanteric  or 
transcervical  fracture  of  the  femur  had  average 
standardized  charges  much  higher  than  the  aver- 
age charge  for  other  cases  in  the  same  DRG.  Those 
cases  are  more  appropriately  classified  in  DRG 
236  (medical  hip  fracture). 

Average  std 
charges 

Hip  fractures,  DRGs  225,  228-9    $7,491 

Other  cases,  DRGs  225,  228-9    $2,565 

DRG  236  cases  (Medical  hip  fractures)   $4,418 
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Microvascular  Surgery 

Some  orthopedic  surgeons  are  concerned  that 
current  DRG  groupings  do  not  compensate  ade- 
quately for  such  resource  intensive  microvascu- 
lar procedures  as  reattachment  of  a  hand. 

Preliminary  analysis  showed  only  39  such  cases 
within  DRGs  228  and  229.  If  more  cases  are 
found,  further  analysis  may  be  necessary. 

Summary 

•  Current  DRG  groups  223/224  and  228/229 
poorly  distinguish  differences  in  standardized 
charges  for  the  cases  they  include. 

•  Cases  combining  an  upper  extremity  or  foot 
procedure  with  a  nonsurgical  hip  fracture  have 
charges  significantly  greater  than  the  average 
in  DRGs  223,  224,  225,  228  and  229. 

•  Although  multiple  joint  replacements  are  more 


costly  than  average  cases  in  the  same  DRG,  the 
number  of  these  multiple  procedure  cases  is  not 
large  enough  to  make  reclassification  worth- 
while at  present. 

Recommendation 

Prior  to  recalibration,  cases  involving  proce- 
dures of  the  upper  extremity  that  are  currently 
classified  in  DRGs  223,  224,  228,  and  229  should 
be  reassigned  based  on  anatomical  location  and 
the  presence  of  systemic  collagen  vascular  disease 
or  implantation  of  joint  prostheses  or  complica- 
tions and/or  comorbidities.  Nonsurgical  hip  frac- 
ture cases  currently  being  assigned  to  DRGs  223, 
224,  225,  228,  and  229  should  be  reassigned  to 
the  appropriate  medical  DRG.17 


17See  Tables  B-15,  16,  17,  and  18  for  detailed  description  of  diag- 
noses and  procedures  to  be  included  in  the  proposed  DRGs. 
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Table  B-1 5.— Proposed  DRG  223:  Upper  Extremity 
Procedure  Except  Humerus  and  Hand;  With  Joint 
Prosthesis  Or  Complications  And/Or  Comorbidities 


Operating  Room  Procedures 

8181  SHOULDER  ARTHROPL-PROSTH 

8184  ELBOW  ARTHROPLAST-PROSTH 

Or 

Operating  Room  Procedures  And  C.C. 
7703  RADIUS  &  ULNA  SEQUESTREC 
7723  RADIUS/ULNA  WEDG  OSTEOTO 
7733  RADIUS/ULNA  DIVISION  NEC 
7783  PART  OSTECT-RADIUS/ULNA 
7793  TOT  OSTECT-RADIUS/ULNA 
7803  BONE  GRAFT-RADIUS/ULNA 
7833  RADIUS/ULNA  LENGTH  CHNGE 
7843  OTHER  RADIUS/ULNA  REPAIR 
7853  INT  FIXATION-RADIUS/ULNA 
7873  OSTEOCLASIS-RADIUS/ULNA 
7893  OTHER  OPS  ON  RADIUS/ULNA 
7912  CL  RED-INT  FIX  RAD/ULNA 
7922  OPEN  REDUC-RADIUS/ULN  FX 
7932  OP  RED-INT  FIX  RAD/ULNA 
7942  CLS  RED-RADIUS/ULN  EPIPHY 
7952  OP  RED-RADIUS/ULN  EPIPHY 
7962  DEBRID  OPN  FX-RADIUS/ULN 

7981  OPN  REDUC  DISLOC-SHOULDR 

7982  OPEN  REDUC-ELBOW  DISLOC 
7992  RADIUS/ULNA  INJ  OP  NOS 

8011  OTH  ARTHROTOMY-SHOULDER 

8012  OTH  ARTHROTOMY-ELBOW 

8041  SHOULDER  STRUCT  DIVISION 

8042  ELBOW  STRUCTURE  DIVISION 

8071  SHOULDER  SYNOVECTOMY 

8072  ELBOW  SYNOVECTOMY 

8091  EXCISION  OF  SHOULDER  NEC 

8092  EXCISION  OF  ELBOW  NEC 

8123  ARTHRODESIS  OF  SHOULDER 

8124  ARTHRODESIS  OF  ELBOW 

8182  REP  RECUR  SHLDER  DISLOC 

8183  SHOULDER  ARTHROPLAST  NEC 

8185  ELBOW  ARTHROPLASTY  NEC 
8193  SUTUR  CAPSUL/LIGAMEN  ARM 
8363  ROTATOR  CUFF  REPAIR 

8444  IMPLANT  ARM  PROSTHESIS 


Table  B-1 6.— Proposed  DRG  224:  Upper  Extremity 
Procedure  Except  Humerus  and  Hand;  W/O  Joint 
Prosthesis  Or  Complications  And/Or  Comorbidities 


Operating  Room  Procedures 

7703  RADIUS  &  ULNA  SEQUESTREC 
7723  RADIUS/ULNA  WEDG  OSTEOTO 
7733  RADIUS/ULNA  DIVISION  NEC 
7783  PART  OSTECT-RADIUS/ULNA 
7793  TOT  OSTECT-RADIUS/ULNA 
7803  BONE  GRAFT-RADIUS/ULNA 
7833  RADIUS/ULNA  LENGTH  CHNGE 
7843  OTHER  RADIUS/ULNA  REPAIR 
7853  INT  FIXATION-RADIUS/ULNA 
7873  OSTEOCLASIS-RADIUS/ULNA 
7893  OTHER  OPS  ON  RADIUS/ULNA 
7912  CL  RED-INT  FIX  RAD/ULNA 
7922  OPEN  REDUC-RADIUS/ULN  FX 
7932  OP  RED-INT  FIX  RAD/ULNA 
7942  CLS  RED-RADIUS/ULN  EPIPHY 
7952  OP  RED-RADIUS/ULN  EPIPHY 
7962  DEBRID  OPN  FX-RADIUS/ULN 

7981  OPN  REDUC  DISLOC-SHOULDR 

7982  OPEN  REDUC-ELBOW  DISLOC 
7992  RADIUS/ULNA  INJ  OP  NOS 

8011  OTH  ARTHROTOMY-SHOULDER 

8012  OTH  ARTHROTOMY-ELBOW 

8041  SHOULDER  STRUCT  DIVISION 

8042  ELBOW  STRUCTURE  DIVISION 

8071  SHOULDER  SYNOVECTOMY 

8072  ELBOW  SYNOVECTOMY 

8091  EXCISION  OF  SHOULDER  NEC 

8092  EXCISION  OF  ELBOW  NEC 

8123  ARTHRODESIS  OF  SHOULDER 

8124  ARTHRODESIS  OF  ELBOW 

8182  REP  RECUR  SHLDER  DISLOC 

8183  SHOULDER  ARTHROPLAST  NEC 
8185  ELBOW  ARTHROPLASTY  NEC 
8193  SUTUR  CAPSUL/LIGAMEN  ARM 
8363  ROTATOR  CUFF  REPAIR 

8444  IMPLANT  ARM  PROSTHESIS  

Assign  all  cases  with  diagnoses  8200-82032  to  DRG  236. 
SOURCE:  ProPAC  Analysis. 


Assign  all  cases  with  diagnoses  8200-82032  to  DRG  236. 
SOURCE:  ProPAC  Analysis. 
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Table  B-1 7.— Proposed  DRG  228:  Hand  Procedure;  With  Joint  Prosthesis  Or  Collagen  Vascular  Disease 

Or  Complications  And/Or  Comorbidities 


Operating  Room  Procedures 

8171  HAND  ARTHROPLAS  W  PROSTH 

8186  CARPAL  ARTHROPL-SYN  PROS 
Operating  Room  Procedures  And  C.C. 

Or  DX  In  List— 

0443  CARPAL  TUNNEL  RELEASE 

7704  METACARP/CARP  SEQUESTREC 

7714  OTH  METACARP/CARP  INCIS 

7724  METACAR/CAR  WEDG  OSTEOT0 

7734  METACAR/CAR  DIVISION  NEC 

7744  METACARPAL/CARPAL  BIOPSY 

7764  LOC  EXC  LES  METACAR/CAR 

7774  EXCIS  METACAR/CAR-GRAFT 

7784  PART  OSTECT-METACAR/CAR 

7794  TOT  OSTECT-METACARP/CARP 

7804  BONE  GRFT  TO  METACAR/CAR 

7834  CARPAL  LENGTH  CHANGE 

7844  OTHER  METACAR/CAR  REPAIR 

7854  INT  FIXATION-METACAR/CAR 

7874  OSTEOCLASIS-METACAR/CAR 

7884  OTH  DX  PROC-METACAR/CAR 

7894  OTHER  OPS  ON  METACAR/CAR 

7913  CL  RED-INT  FIX  METAC/CAR 

7914  CLOSE  RED-INT  FIX  FINGER 

7923  OPEN  REDUC-METAC/CAR  FX 

7924  OPEN  REDUCTION-FINGER  FX 

7933  OP  RED-INT  FIX  METAC/CAR 

7934  OPEN  RED-INT  FIX  FINGER 

7963  DEBRID  OPN  FX-METAC/CAR 

7964  DEBRID  OPN  FX-FINGER 

7983  OPEN  REDUC-WRIST  DISLOC 

7984  OPN  REOUC  DISLOC-HAND 

7993  METACARP/CARP  INJ  OP  NOS 

7994  FINGER  INJURY  OP  NOS 

8013  OTH  ARTHROTOMY-WRIST 

8014  OTH  ARTHROTOMY-HAND/FNGR 

8043  WRIST  STRUCTURE  DIVISION 

8044  HAND  JOINT  STRUCT  DIVIS 
8073  WRIST  SYNOVECTOMY 


8074  HAND  SYNOVECTOMY 

8083  DESTRUC-WRIST  LESION  NEC 

8084  DESTRUC-HAND  JT  LES  NEC 

8093  EXCISION  OF  WRIST  NEC 

8094  EXCISION  HAND  JOINT  NEC 

8125  CARPORADIAL  FUSION 

8126  METACARPOCARPAL  FUSION 

8127  METACARPOPHALANGEAL  FUS 

8128  INTERPHALANGEAL  FUSION 
8179  HAND  ARTHROPLASTY  NEC 
8187  WRIST  ARTHROPLASTY  NEC 

8201  EXPLOR  TEND  SHEATH-HAND 

8202  MYOTOMY  OF  HAND 

8203  BURSOTOMY  OF  HAND 
8209  INC  SOFT  TISSUE  HAND  NEC 

8211  TENOTOMY  OF  HAND 

8212  FASCIOTOMY  OF  HAND 
8219  DIV  SOFT  TISSUE  HAND  NEC 

8221  EXC  LES  TEND  SHEATH  HAND 

8222  EXCISION  HAND  MUSCLE  LES 
8229  EXC  LES  SFT  TISS  HND  NEC 

8231  BURSECTOMY  OF  HAND 

8232  EXCIS  HAND  TEND  FOR  GRFT 

8233  HAND  TENONECTOMY  NEC 

8234  EXC  HND  MUS/FAS  FOR  GRFT 

8235  HAND  FASCIECTOMY  NEC 

8236  OTHER  MYECTOMY  OF  HAND 
8239  HAND  SOFT  TISSUE  EXC  NEC 

8241  SUTURE  TENDN  SHEATH  HAND 

8242  DELAY  SUT  FLEX  TEND  HAND 

8243  DELAY  SUT  HAND  TEND  NEC 

8244  SUTUR  FLEX  TEND  HAND  NEC 

8245  SUTURE  HAND  TENDON  NEC 

8246  SUTURE  HAND  MUSCLE/FASC 

8251  HAND  TENDON  ADVANCEMENT 

8252  HAND  TENDON  RECESSION 

8253  HAND  TENDON  REATTACHMENT 

8254  HAND  MUSCLE  REATTACHMENT 

8255  CHNG  HND  MUS/TEN  LNG  NEC 


8256  TRANSPLANT  HAND  TEND  NEC 

8257  TRANSPOSIT  HAND  TEND  NEC 

8258  TRANSPLANT  HAND  MUSC  NEC 

8259  TRANSPOSIT  HAND  MUSC  NEC 
8261  POLLICIZATION  OPERATION 
8269  THUMB  RECONSTRUCTION  NEC 

8271  HAND  TEND  PULLEY  RECONST 

8272  PLAST  OP  HND-MUS/FAS  GRF 
8279  PLAST  OP  HAND  W  GRFT  NEC 

8281  TRANSFER  OF  FINGER 

8282  REPAIR  OF  CLEFT  HAND 

8283  REPAIR  OF  MACRODACTYLY 

8284  REPAIR  OF  MALLET  FINGER 

8285  OTHER  TENODESIS  OF  HAND 

8286  OTHER  TENOPLASTY  OF  HAND 
8289  HAND  PLASTIC  OP  NEC 

8291  LYSIS  OF  HAND  ADHESIONS 

8299  HAND  MUS/TEN/FAS/OPS  NEC 

8401  FINGER  AMPUTATION 

8402  THUMB  AMPUTATION 
8422  FINGER  REATTACHMENT 

8661  FULL-THICK  HAND  SKIN  GRF 

8662  HAND  SKIN  GRAFT  NEC 
8673  ATTACH  PEDICLE  TO  HAND 
8685  SYNDACTYLY  CORRECTION 

Diagnosis  List— For  DRG  228 

7102    SICCA  SYNDROME 
7140    RHEUMATOID  ARTHRITIS 
7144    CHRONIC  POSTRHEUMATIC 

ARTHROPATHY 
71934  PALINDROMIC  RHEUMATISM  OF 

HAND 

7200  ANKYLOSING  SPONDYLITIS 

7201  SPINAL  ENTHESOPATHY 

72081  INFLAMMATORY  SPONDYLOPATHIES 
IN  DISEASES  CLASSIFIED 
ELSEWHERE 

725     POLYMYALGIA  RHEUMATICA 


^ther  collagen  vascular  diseases  not  listed  above  may  be  found  in  the  list  of  complications  and/or  comorbidities. 
Assign  all  cases  with  diagnoses  8200-82032  to  DRG  236. 

SOURCE:  ProPAC  Analysis. 
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Table  B-18.— Proposed  DRG  229:  Hand  Procedure  W/O  Joint  Prosthesis  Or  Collagen  Vascular  Disease 

Or  Complications  And/Or  Comorbidities 


Operating  Room  Procedures 

8044 

HAND  JOINT  STRUCT  Dl VIS 

8244 

SUTUR  FLEX  TEND  HAND  NEC 

0443 

CARPAL  TUNNEL  RELEASE 

8073 

WRIST  SYNOVECTOMY 

8245 

SUTURE  HAND  TENDON  NEC 

7704 

METACARP/CARP  SEQUESTREC 

8074 

HAND  SYNOVECTOMY 

8246 

SUTURE  HAND  MUSCLE/FASC 

7714 

0TH  METACARP/CARP  INCIS 

8083 

DESTRUC-WRIST  LESION  NEC 

8251 

HAND  TENDON  ADVANCEMENT 

7724 

METACAR/CAR  WEDG  0STE0T0 

8084 

DESTRUC-HAND  JT  LES  NEC 

8252 

HAND  TENDON  RECESSION 

7734 

METACAR/CAR  DIVISION  NEC 

8093 

EXCISION  OF  WRIST  NEC 

8253 

HAND  TENDON  REATTACHMENT 

7744 

METACARPAL/CARPAL  BIOPSY 

8094 

EXCISION  HAND  JOINT  NEC 

8254 

HAND  MUSCLE  REATTACHMENT 

7764 

LOC  EXC  LES  METACAR/CAR 

8125 

CARP0 RADIAL  FUSION 

8255 

CHNG  HND  MUS/TEN  LNG  NEC 

7774 

EXCIS  METACAR/CAR-GRAFT 

8126 

METACARPOCARPAL  FUSION 

8256 

TRANSPLANT  HAND  TEND  NEC 

7784 

PART  OSTECT-METACAR/CAR 

8127 

METACARPOPHALANGEAL  FUS 

8257 

TRANSPOSIT  HAND  TEND  NEC 

7794 

TOT  OSTECT-METACARP/CARP 

8128 

INTERPHALANGEAL  FUSION 

8258 

TRANSPLANT  HAND  MUSC  NEC 

7804 

BONE  GRFT  TO  METACAR/CAR 

8179 

HAND  ARTHROPLASTY  NEC 

8259 

TRANSPOSIT  HAND  MUSC  NEC 

7834 

CARPAL  LENGTH  CHANGE 

8187 

WRIST  ARTHROPLASTY  NEC 

8261 

POLLICIZATION  OPERATION 

7844 

OTHER  METACAR/CAR  REPAIR 

8201 

EXPL0R  TEND  SHEATH-HAND 

8269 

THUMB  RECONSTRUCTION  NEC 

7854 

INT  FIXATION-METACAR/CAR 

8202 

MYOTOMY  OF  HAND 

8271 

HAND  TEND  PULLEY  RECONST 

7874 

OSTEOCLASIS-METACAR/CAR 

8203 

BURSOTOMY  OF  HAND 

8272 

PLAST  OP  HND-MUS/FAS  GRF 

7884 

0TH  DX  PROC-METACAR/CAR 

8209 

INC  SOFT  TISSUE  HAND  NEC 

8279 

PLAST  OP  HAND  W  GRFT  NEC 

7894 

OTHER  OPS  ON  METACAR/CAR 

8211 

TENOTOMY  OF  HAND 

8281 

TRANSFER  OF  FINGER 

7913 

CL  RED-INT  FIX  METAC/CAR 

8212 

FASCIOTOMY  OF  HAND 

8282 

REPAIR  OF  CLEFT  HAND 

7914 

CLOSE  RED-INT  FIX  FINGER 

8219 

DIV  SOFT  TISSUE  HAND  NEC 

8283 

REPAIR  OF  MACRODACTYLY 

7923 

UPhN  HhUUC-Mbl AC/CAR  FX 

8221 

EXC  LES  TEND  SHEATH  HAND 

8284 

REPAIR  OF  MALLET  FINGER 

7924 

OPEN  REDUCTION-FINGER  FX 

8222 

EXCISION  HAND  MUSCLE  LES 

8285 

at  1 1  r~  n  TrMnnrcio  nr  u Akin 

OTHER  TENODESIS  OF  HAND 

7933 

OP  RED-INT  FIX  METAC/CAR 

8229 

EXC  LES  SFT  TISS  HND  NEC 

8286 

OTHER  TENOPLASTY  OF  HAND 

7934 

OPEN  RED-INT  FIX  FINGER 

8231 

BURSECTOMY  OF  HAND 

8289 

HAND  PLASTIC  OP  NEC 

7963 

DEBRID  0PN  FX-METAC/CAR 

8232 

EXCIS  HAND  TEND  FOR  GRFT 

8291 

LYSIS  OF  HAND  ADHESIONS 

7964 

DEBRID  0PN  FX-FINGER 

8233 

HAND  TENONECTOMY  NEC 

8299 

HAND  MUS/TEN/FAS/OPS  NEC 

7983 

OPEN  REDUC-WRIST  DISL0C 

8234 

EXC  HND  MUS/FAS  FOR  GRFT 

8401 

FINGER  AMPUTATION 

7984 

OPN  REDUC  DISL0C-HAND 

8235 

HAND  FASCIECTOMY  NEC 

8402 

THUMB  AMPUTATION 

7993 

METACARP/CARP  INJ  OP  N0S 

8236 

OTHER  MYECTOMY  OF  HAND 

8422 

FINGER  REATTACHMENT 

7994 

FINGER  INJURY  OP  N0S 

8239 

HAND  SOFT  TISSUE  EXC  NEC 

8661 

FULL-THICK  HAND  SKIN  GRF 

8013 

0TH  ARTHROTOMY-WRIST 

8241 

SUTURE  TENDN  SHEATH  HAND 

8662 

HAND  SKIN  GRAFT  NEC 

8014 

0TH  ARTHROTOMY-HAND/FNGR 

8242 

DELAY  SUT  FLEX  TEND  HAND 

8673 

ATTACH  PEDICLE  TO  HAND 

8043 

WRIST  STRUCTURE  DIVISION 

8243 

DELAY  SUT  HAND  TEND  NEC 

8685 

SYNDACTYLY  CORRECTION 

Assign  all  cases  with  diagnoses  8200-82032  to  DRG  236. 
SOURCE:  ProPAC  Analysis. 
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LYMPHOMAS,  LEUKEMIA,  AND  CHEMOTHERAPY 


Introduction 

A  number  of  groups  have  asked  ProPAC  to  ex- 
amine PPS  payments  for  patients  with  lym- 
phomas or  leukemias,  and  for  those  receiving 
chemotherapy.  The  issues  brought  to  the  Com- 
mission's attention  include: 

•  Heterogeneity  Within  DRGs — Cases  grouped 
in  DRGs  400-404  (lymphomas  and  leuke- 
mias) and  DRG  410  (chemotherapy)  are  said 
to  vary  widely  in  terms  of  resource  con- 
sumption. 

•  Distribution  of  Cases  Across  Hospitals — 
Certain  institutions  may  treat  a  dispropor- 
tionate share  of  patients  with  advanced  stages 
of  malignancy  and,  therefore,  may  not  be 
adequately  paid  under  PPS. 

•  Changing  Practice  Patterns — Average  costs 
for  some  patients  in  DRGs  400-404  and  410 
may  be  markedly  greater  than  payments  be- 
cause of  changes  in  the  treatment  of  cancer 
in  the  elderly  since  1981. 

•  Cancer  Research — The  costs  of  treating  pa- 
tients on  clinical  trial  protocols  may  be  sig- 
nificantly greater  than  the  costs  for  similar 
patients  not  on  clinical  protocols. 

•  Exemptions  for  Cancer  Centers — Although 
Congress  gave  the  Secretary  the  authority  to 
grant  exemptions  to  certain  hospitals,  some 
groups  believe  that  the  Secretary  has  been  too 
restrictive  in  granting  them  to  cancer  hos- 
pitals. 

Table  B-19  lists  the  current  DRGs  and  their  fis- 
cal year  1986  relative  weights. 

Heterogeneity  Within  DRGs 

ProPAC's  work  has  thus  far  centered  largely 
on  concerns  that  lymphoma,  leukemia,  and  re- 
lated cases  may  comprise  a  particularly  hetero- 
geneous group.  Cases  in  these  DRGs  are  said  to 
vary  widely  in  terms  of  prognosis,  severity  of  ill- 
ness, and  use  of  hospital  resources.  To  study  this 
heterogeneity,  coefficients  of  variation  were  com- 
puted for  each  DRG  from  1984  PATBILL  file  data, 
and  outlier  statistics  were  reviewed. 


Table  B-19.— Current  Groupings  For  Lymphoma/ 


Leukemia  And  Chemotherapy  DRGs 

1986 

%  Of 

Relative 

Cases 

Weight 

Lymphoma/Leukemia  DRGs: 

400  Lymphoma/Leukemia  With  Major 

Operating  Room  Procedure 

8 

2.6646 

401  Lymphoma/Leukemia  With  Other 

Operating  Room  Procedure,  Age 

>69  And/Or  C.C. 

12 

1.5902 

402  Lymphoma/Leukemia  With  Other 

Operating  Room  Procedure,  Age 

<70  And  No  C.C. 

3 

1.0555 

403  Lymphoma/Leukemia,  Age  >69 

And/Or  C.C. 

65 

1 .3279 

404  Lymphoma/Leukemia,  Age  18-69  And 

No  C.C. 

12 

1.0449 

Chemotherapy  DRG: 

410  Chemotherapy 

100 

0.4285 

SOURCE:  Fiscal  Year  1984  PATBILL  data. 

Coefficients  of  variation  for  the  lymphoma /leu- 
kemia DRGs  were  140  percent  for  DRG  403  and 
180  percent  for  DRG  404,  substantially  higher 
than  for  DRG  410  (Chemotherapy)  or  the  aver- 
age for  other  medical  DRGs  (109  percent  and  96 
percent  respectively).18  The  percentage  of  cost  and 
day  outliers  is  between  6  and  15  percent  for  the 
lymphoma/leukemia  DRGs  and  3  percent  for 
DRG  410  (Chemotherapy).  Overall,  the  lym- 
phoma/leukemia DRGs  are  very  heterogeneous 
and  include  high  numbers  of  outlier  cases. 

Intensive  analysis  focused  on  devising  new 
DRG  categories  that  would  result  in  more 
homogeneous  grouping  of  lymphoma,  leukemia, 
and  related  cases.  Diagnosis,  procedure,  age,  and 
complication/comorbidity  codes  were  studied  in 
depth  using  multivariate  techniques.  The  Com- 
mission believes  the  following  groups  should  be 
used  in  place  of  the  current  DRGs: 

DRG  400  Lymphoma/leukemia  with  major  operating  room  procedure; 

DRG  401  Acute  leukemia"  without  major  operating  room  procedure; 

DRG  402  Lymphoma/non-acute  leukemia  with  other  operating  room  pro- 
cedure and  complication/comorbidity; 

DRG  403  Lymphoma/non-acute  leukemia  with  other  operating  room  pro- 
cedure or  complication/comorbidity;  and 

DRG  404  Lymphoma/non-acute  leukemia  without  operating  room  pro- 
cedure or  complication/comorbidity. 


"Cost  and  length  of  stay  outliers  as  defined  by  HCFA  are  included. 
""Acute  Leukemia"  is  comprised  of  ICD-9-CM  codes  204.0,  205.0, 
206.0  or  207.0. 
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Mean  standardized  charges  and  length  of  stay 
outliers  under  the  existing  and  new  proposed 
DRGs  are  compared  below. 


Present  DRGs  Proposed  Groupings 

DRG  n  Mean  std  chg  n  Mean  std  chg 

400  6,283  $10,438  6,283  $10,438 

401  9,765  $6,219  8,436  $8,966 

402  2,369  $4,137  4,762  $7,593 

403  53,931  $5,139  35,129  $5,031 

404  9,762  $4,307  27,500  $3,680 


Variation  Explained  (%)  3.6  7.3 

The  new  grouping  categorizes  most  cases  in- 
volving acute  leukemia  into  a  discrete  DRG,  as 
has  been  recommended  by  cancer  specialists  and 
administrators.  Further,  it  results  in  payments  that 
more  closely  reflect  costs  of  care  for  those  cases 
than  under  the  existing  DRGs;  the  new  grouping 
increases  the  amount  of  variation  in  charges  ex- 
plained from  3.6  percent  to  7.3  percent.  It  also 
results  in  a  relatively  homogeneous  distribution 
of  cases  across  hospital  types. 

Distribution  of  Cases 
Across  Hospitals 

High  cost  variability  could  place  individual  hos- 
pitals at  increased  risk  of  a  substantial  loss  if  they 
have  a  small  volume  or  an  unusual  mix  of  cases. 
In  order  to  study  this  problem,  case  distribution 
for  hospitals  was  analyzed  under  the  proposed 
DRGs  according  to  bed  number  and  urban  or  ru- 
ral location  (Table  B-20). 

Small  hospitals  and  rural  hospitals  see  a  slightly 
lower  proportion  of  cases  in  the  DRG  for  cases 
involving  major  operating  room  procedures  (DRG 
400 — Table  B-20)  but  a  greater  percentage  of  acute 
leukemia  cases.  The  new  proposed  groups  result 
in  higher  payments  for  this  latter  group  than  un- 
der the  existing  system.  Overall,  the  results  of  Ta- 
ble B-20  do  not  suggest  any  major  distortions  of 
case  distribution  among  hospitals  of  these  differ- 
ing types. 

Changing  Practice  Patterns 

ProPAC  shares  hospital  concerns  that  practice 
pattern  changes  may  result  in  rapidly  changing 
average  costs.  With  this  in  mind,  the  Commis- 
sion has  recommended  that  all  DRG  weights  be 
recalibrated  annually  (see  Recommendation  14). 
Results  of  recalibration  for  fiscal  year  1986  are 
shown  in  Table  B-21.  The  only  potential  change 


Table  B-20.— DRG  Percentage  Distribution  By  Hospital 
Type  Under  Proposed  DRG  Classification3 


Hospital   New  DRGs   No 

Type/Bedsize  400  401  402  403  404  Cases 
Urban: 

0-99    5.75  12.99  4.88    44.84    31.54  1,947 

100-404    7.73  8.62  5.87    43.28    34.50  29,020 

405-684    7.69  9.07  5.50    42.77    34.96  18,786 

>684   7.88  9.25  5.07    40.08    37.72  8,301 

Rural 

0-99    4.09  11.70  3.77    46.88    33.56  5,113 

100-169    6.72  10.44  5.42    47.46    29.96  3,228 

>169   6.75  9.15  5.94    44.40    33.76  4,446 

No.  Cases    5,180  6,568  3,886  30,699  24,508  70,841 


alnlier  cases  only. 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 


Table  B-21.— Comparison  Of  FY1985  Weights  With 
FY1986  Weights  Following  Recalibration, 
Current  DRGs 


FY1985  FY1986  Percent 

DRG  Weight  Weight  Change 

400                               2.7978  2.6646  -4.8 

401                                 1.2280  1.5902  29.5 

402                               1.1198  1.0555  -5.7 

403                               1.1593  1.3279  14.5 

404                                1.1665  1.0449  -10.4 

410                               0.3490  0.4285  22.8 


SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 

not  reflected  in  the  recalibrated  weights  would  be 
that  resulting  from  shifting  of  hospital  cases  to 
outpatient  settings.  The  latter  would  be  impor- 
tant only  if  the  shift  results  in  increased  average 
resource  consumption  by  the  remaining  patients. 

Cancer  Research 

Many  clinicians  and  researchers  have  claimed 
that  the  costs  of  caring  for  patients  enrolled  in  con- 
trolled clinical  trials  may  be  significantly  higher 
than  the  costs  for  similar  patients  not  in  clinical 
trials.  A  major  study,  the  Hospital  Cost  and  Clin- 
ical Research  Project,  is  currently  in  progress.  Fur- 
ther consideration  of  the  potential  implications 
for  the  Medicare  PPS  will  follow  review  of  its 
results. 

Exemptions  for  Cancer  Centers 

In  the  Social  Security  Act  of  1983,  Congress 
gave  the  Secretary  the  authority  to  grant  exemp- 
tions to  certain  hospitals.  That  legislation  states: 
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The  Secretary  shall  provide  by  regulation  for 
such  other  exemptions  and  adjustments  to  such 
payment  amounts  under  this  subsection  as  the 
Secretary  deems  appropriate  (including  exemp- 
tions and  adjustments  that  may  be  appropriate 
with  respect  to  hospitals  involved  extensively  in 
treatment  for  and  research  on  cancer). 

The  regulations  issued  by  the  Secretary  in  re- 
sponse to  the  law  limit  exemptions  only  to  a  hos- 
pital that  can  demonstrate: 

1.  that  it  is  recognized  as  a  comprehensive  can- 
cer center  or  clinical  cancer  research  center 
by  the  National  Cancer  Institute  as  of  April 
20,  1983; 

2.  that  the  entire  facility  is  organized  primar- 
ily for  treatment  of  and  research  on  cancer; 
and 

3.  that  at  least  50  percent  of  its  total  discharges 
reflect  a  principal  diagnosis  of  neoplastic 
disease. 

Thus  far,  only  six  hospitals  have  received  ex- 
emptions. ProPAC  will  consider  this  issue  once 
work  is  completed  concerning  cost  heterogeneity 
and  the  results  of  the  Hospital  Cost  and  Clinical 
Research  Project  are  obtained. 

Summary 

DRGs  involving  lymphoma,  leukemia,  and 
other  related  cases  have  been  found  to  be  nota- 
bly more  heterogeneous  than  most  other  DRGs. 


New  DRG  groups  are  recommended  that  would 
result  in  payments  that  are  more  closely  related 
to  costs,  including  the  creation  of  a  discrete  DRG 
for  acute  leukemia  cases  (not  involving  major  sur- 
gery). The  groups  result  in  a  fairly  homogeneous 
distribution  of  cases  among  hospitals.  The  Com- 
mission will  continue  to  consider  other  ways  of 
further  improving  payment  for  these  DRGs. 

Changes  in  costs  associated  with  practice  pat- 
tern changes  have  been  and  should  continue  to 
be  dealt  with  by  recalibration  of  DRG  weights  on 
an  annual  basis  (see  Recommendation  14).  The 
Commission  will  await  results  of  the  Hospital 
Cost  and  Clinical  Research  Project  before  further 
considering  costs  of  patients  on  clinical  trial  pro- 
tocols and  cancer  center  exemptions. 

Recommendation 

Prior  to  recalibration,  cases  currently  assigned 
to  DRGs  involving  lymphoma,  leukemia,  and 
other  related  diagnoses  (DRGs  400-404)  should 
be  reclassified  into  one  of  five  newly  defined 
DRGs.  The  new  classification  should  provide  a 
unique  DRG  for  acute  leukemia  cases  not  involv- 
ing a  major  operative  procedure,  eliminate  age  as 
a  criterion  for  DRG  assignment,  and  modify 
present  classification  based  on  operative  proce- 
dure, complications  and  comorbidity.  Other  ways 
of  further  improving  these  DRGs  should  continue 
to  be  explored. 


58-781  0-86-5 
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BURN  DRGs 

ProPAC  examined  PPS  payments  for  burn  pa- 
tients. Burn  severity  varies  considerably  depend- 
ing on  the  size  of  the  area  burned,  the  degree  of 
the  burn,  and  the  part  of  the  body  burned.  As 
currently  defined,  the  burn  DRGs  (457-460)  are 
very  heterogenous  in  terms  of  resource  con- 
sumption. 

Resource  consumption  also  differs  according  to 
type  of  hospital.  Burn  patients  treated  at  burn 
centers  use  more  resources  and  also  have  a  higher 
mortality  rate  than  burn  patients  treated  at  other 
hospitals  (Tables  B-25  through  B-28).  The  Nation- 
al Coalition  of  Burn  Center  Hospitals  have  stated 
that  two  percent  of  hospitals  in  the  U.S.  have  burn 
centers  and  treat  20  percent  of  the  burn  cases. 
Burn  centers  also  treat  a  high  percentage  of  out- 
lier cases  (Table  B-22). 

Transfer  policy  regarding  DRG  456  (burns 
transferred  to  another  acute  care  facility)  states 
that  the  transferring  hospital  is  paid  the  full  DRG 
payment  amount  and  any  applicable  outlier  pay- 
ments. Hospitals  that  admit  a  patient  for  one  or 
two  days  and  then  transfer  the  patient  to  a  burn 
center  may  be  overpaid  under  DRG  456.  Burn 
centers  may  be  underpaid  if  a  patient  is  treated 
and  then  transferred  to  a  community  hospital 
when  medically  appropriate.  This  DRG  involves 
only  145  Medicare  beneficiaries. 


ProPAC  Analysis 

As  currently  defined,  the  burn  DRGs  (457  to 
460)  are  extremely  heterogenous  and  together  ex- 
plain approximately  9  percent  of  the  variance  in 
hospital  charges  for  burn  cases  in  the  1984  PAT- 
BILL.  (Table  B-23)  Three  potential  mechanisms 
for  making  PPS  payments  in  these  DRGs  more 
appropriate  are: 

Reclassification  Based  on 
Patient  Characteristics 

A  number  of  alternative  groupings  of  burn 
cases  were  studied  using  combinations  of  selected 
principal  diagnoses,  specific  secondary  diagnoses, 
and  whether  or  not  a  patient  survived  the  hospi- 
talization. The  classification  explaining  the  most 
variance  is  summarized  in  Table  B-24.20  Although 
these  proposed  DRGs  increase  the  explained  var- 
iance to  about  17  percent  (R2  of  .17  compared  to 
.09),  all  cases  resulting  in  death  are  classified  into 
the  category  "burns,  expired."  The  best  alterna- 
tive reclassification  without  using  the  death  vari- 
able explains  only  12  percent  of  the  variance  in 
charges. 


"Proposed  classifications  for  the  burn  DRGs  considered  by  the 
Commission  are  presented  in  Tables  B-29  through  B-32. 


Table  B-22.— Admissions,  Percent  Outliers  And  Mean  Charges  For  Burn  Centers  And 
All  Other  Hospitals,  Current  DRGs 


Mean  Mean 

Percent  Inlier  Total 

DRGs  Discharges  Outliers  Charges  Charges 

457 

Burn  Centers                                          223  53  5,879  33,487 

All  Other  Hospitals                                  129  39  5,883  20,738 

458 

Burn  Centers                                         487  44  8,733  28,250 

All  Other  Hospitals                                1,206  24  6,430  10,704 

459 

Burn  Centers                                          109  55  7,719  37,985 

All  Other  Hospitals                                  682  19  4,855  8,319 

460 

Burn  Centers                                         498  22  4,960  13,180 

All  Other  Hospitals                               3,405  8  3,259  3,914 


SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 
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Table  B-23.— Admissions,  Mean  Charges,  Percent  Outliers  And  Variance  Explained 

By  The  Current  DRGs 


Pprppnt 
rci  oci  i  l 

Current  DRG  Groupings 

N 

Mean  Charges 

Outliers  (LOS) 

R2 

Extensive  Burns  

  352 

28,814 

48 

0.09 

Non-Extensive  Burns 

With  Skin  Graft  

 1,693 

15,760 

29 

Non-Extensive  Burns 

With  Wound  Debridement 

  791 

12,422 

23 

Non-Extensive  Burns 

Without  OR  Procedure  . . . 

 3,903 

5,100 

9 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 

Table  B-24.— Admissions, 

Mean  Charges,  Percent  Outliers  And  Variance  Explained 

By  The  Alternative  DRGs 

Percent 

Current  DRG  Groupings 

N 

Mean  Charges 

Outliers  (LOS) 

R2 

Burns,  Expired  

  560 

31,956 

26 

0.17 

Extensive  Burns, 

Not  Expired  

  212 

30,161 

37 

Non-Extensive  Burns 

With  Skin  Graft,  Wound 

Debridement,  Other  OR 

Procedure,  Not  Expired 

 2,271 

11,693 

22 

Non-Extensive  Burns 

Without  OR  Procedure, 

Not  Expired  

 3,706 

4,272 

8 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 

Reclassification  Based  on 
Hospital  Characteristics 

Since  burn  center  cases  have  significantly  higher 
charges  than  discharges  in  other  hospitals,  alter- 
native DRG  groupings  were  tested  based  on  the 
site  of  care.  If  the  current  4  burn  DRGs  were  each 
split  into  separate  DRGs  for  burn  centers  and  non- 
burn  centers  respectively  (analagous  to  creating 
separate  weights  for  burn  centers  and  non-burn 
centers),  the  new  classification  increases  the  ex- 
plained variance  to  about  18  percent,  or  roughly 
double  the  value  for  current  DRGs.  Similarly,  if 
each  of  the  groups  in  the  best  alternative  classifi- 
cation (without  using  death)  described  above  was 
also  split  on  site  of  care,  the  explained  variance 
would  increase  from  about  12  to  20  percent. 

Modifications  To  Outlier  Payments 

As  shown  in  Table  B-22,  burn  centers  and  non- 
burn  centers  both  have  many  outlier  cases  in  the 
burn  DRGs.  While  outlier  cases  comprise  about 
3.35  percent  of  all  Medicare  discharges,  they  con- 


stitute 38  percent  of  cases  in  the  burn  DRGs  at 
burn  centers  and  13  percent  of  burn  cases  at  other 
hospitals.  Reclassifying  the  burn  DRGs  based  on 
patient  characteristics  would  reduce  the  percent- 
age of  outlier  cases  at  burn  center  to  26  percent. 
Although  the  percentage  of  outliers  for  all  other 
hospitals  treating  burn  patients  would  remain  con- 
stant, the  total  percentage  of  outliers  for  all  burn 
patients  would  decrease  from  18  percent  to  15  per- 
cent. Although  further  analysis  will  be  necessary 
to  determine  the  appropriateness  of  current  out- 
lier payments  for  those  cases,  changes  in  outlier 
policy  could  have  a  significant  effect  on  cases  in 
the  burn  DRGs. 

Conclusions 

•  The  current  burn  DRGs  are  extremely  hetero- 
geneous. 

1.  Reclassifying  the  DRGs  using  patient  char- 
acteristics including  death  increases  the  per- 
cent of  explained  variance  in  charges  from 
9  percent  to  17  percent. 
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2  .  Alternative  reclassification  without  using 

death  provides  only  marginal  improvement 
in  the  percent  of  explained  variance. 

3  .  Creating  separate  weights  for  burn  centers 

and  non-burn  centers  will  double  the  vari- 
ance explained  by  the  burn  DRGs,  but  will 
pay  hospitals  according  to  type  of  institu- 
tion and  not  the  characteristics  of  the  pa- 
tient or  type  of  care  provided. 

•  Data  from  the  1984  PATBILL  file  show  that 
burn  centers  treat  the  more  resource  intensive 
burn  patients  and  burn  centers  are  probably  un- 
derpaid for  treating  these  patients.  This  generic 
problem  of  a  specialty  hospital  treating  the 
more  severe  patients  exists  for  many  other 
DRGs  also. 

•  Burn  centers  and  non-burn  centers  treat  a  high 
percentage  of  outlier  cases  in  the  burn  DRGs, 
although  burn  centers  treat  a  higher  percent- 
age than  non-burn  centers.  Further  analysis  is 
needed  to  determine  the  appropriateness  of  pay- 
ments for  these  cases  in  burn  centers  and  other 
hospitals. 

1 .  The  proposed  DRG  classification  based  on 
patient  characteristics,  including  death,  re- 
duced the  total  percentage  of  outliers  for 
burn  cases  from  18  percent  to  15  percent. 
— 38  percent  to  26  percent  for  burn  centers. 
— Non-burn  centers  remained  at  13  percent. 


2 .  Under  the  proposed  DRGs,  the  percent  of 
burn  cases  paid  as  outliers  is  still  likely  to 
be  markedly  higher  than  for  other  kinds  of 
cases.  About  3.35  percent  of  all  Medicare 
discharges  are  paid  as  outliers. 
•  While  payments  for  DRG  456  might  be  too  high 
for  some  hospitals  and  too  low  for  others,  the 
problem  might  be  of  a  lesser  concern  to  the 
Commission  since  there  are  only  145  cases  in 
DRG  456. 

] 

Commission  Action 

The  Commission  considered  several  alternative 
classifications  for  the  burn  DRGs.  Although  these 
reclassifications  decreased  the  heterogeneity  of  the 
burn  DRGs,  their  effect  on  total  payments  to  hos- 
pitals was  unclear.  The  Commission  consulted 
with  the  National  Coalition  of  Burn  Center  Hos- 
pitals who  believed  that  burn  center  hospitals  may 
be  adversely  impacted  by  the  proposed  burn 
DRGs.  The  Commission  therefore  decided  not  to 
recommend  reclassification  of  the  burn  DRGs,  but 
to  continue  analysis  with  regard  to  outlier  policy 
and  case-mix  distribution  among  specialty  hos- 
pitals. 
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Table  B-25.— DRG  457— Extensive  Burns 


Burn  Centers    All  Other  Hospitals 
Mean  Charges,  Burn  Patients 


Mean  Charges             33,487  20,738 

Number  Of  Patients  . .     223  1  29 
Mean  Length  Of  Stay  (Days) 
Of  Bum  Patients 

Mean  Length  Of  Stay.     20.9  23.9 

Number  Of  Patients  .  .   223.0  129.0 

Burn  Patients  By 
Discharge  Status 

Discharge  Status: 

Alive   57    (25.6%)       79  (61.2%) 

Dead   166    (74.4%)       50  (38.8%) 

Total   223    (100%)      129  (100%) 

Bum  Patients  By  Inlier/Outlier 
(LOS  And  Cost)  Status 

Inliers: 

N   105  79 

%    47  61 

Outliers: 

N   118  50 

%    53  39 

Total: 

N   223  129 

%    100  100 


SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 


Table  B-26.  —  DRG  458— Non-Extensive  Burns 
With  Grafts 


Burn  Centers    All  Other  Hospitals 
Mean  Charges,  Burn  Patients 


Mean  Charges  28250  10,703 

Number  Of  Patients  . .     487  1,206 

Mean  Length  Of  Stay  (Days) 
Of  Bum  Patients 

Mean  Length  Of  Stay.     30.2  24.5 

Number  Of  Patients  . .   487.0  1,206.0 

Bum  Patients  By 
Discharge  Status 

Discharge  Status: 

Alive   428    (88.4%)    1,185  (98.3%) 

Dead   59   (11.6%)       21  (1.7%) 

Total   487     (100%)    1,206  (100%) 

Bum  Patients  By  Inlier/Outlier 
(LOS  And  Cost)  Status3 

Inliers: 

N   272  922 

%    56  76 

Outliers: 

N   215  281 

%    44  24 

Total: 

N   487  1,203 

%    100  100 


*Three  cases  were  excluded  from  INs  analysis  due  to  missing  values  for  rele- 
vant characteristics. 

SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 


Table  B-27.— DRG  459— Non-Extensive  Burns  With 
Wound  Debridements 


Burn  Centers    All  Other  Hospitals 
Mean  Charges,  Burn  Patients 


Mean  Charges   37,985  8.318 

Number  Of  Patients  .  .      109  682 

Mean  Length  Of  Stay  (Days) 
Of  Burn  Patients 

Mean  Length  Of  Stay.  32.8  18.8 
Number  Of  Patients  .  .    109.0  682.0 

Burn  Patients  By 
Discharge  Status 

Discharge  Status: 

Alive   75    (68.8%)      647  (94.9%) 

Dead   34    (31.2%)       35  (5.1%) 

Total   109    (100%)      682  (100%) 

Burn  Patients  By  Inlier/Outlier 
(LOS  And  Cost)  Status3 

Inliers: 

N   49  554 

%    45  81 

Outliers: 

N   60  126 

%    55  19 

Total: 

N   109  679 

%    100  100 


^Three  cases  were  excluded  from  this  analysis  due  to  missing  values  for  rele- 
vant characteristics. 


SOURCE:  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files. 

Table  B-28.— DRG  460— Non-Extensive  Burns  Without 
OR  Procedures 


Burn  Centers    All  Other  Hospitals 
Mean  Charges,  Burn  Patients 


Mean  Charges   13,180  3,914 

Number  Of  Patients  .  .      498  3,405 

Mean  Length  Of  Stay  (Days) 
Of  Burn  Patients 

Mean  Length  Of  Stay.  16.0  11.2 
Number  Of  Patients  .  .   498.0  3,405.0 

Burn  Patients  By 
Discharge  Status 

Discharge  Status: 

Alive   388    (79.5%)    3,315  (97.5%) 

Dead   110    (20.5%)       90  (2.5%) 

Total   498    (100%)    3,405  (100%) 

Burn  Patients  By  Inlier/Outlier 
(LOS  And  Cost)  Status3 

Inliers: 

N   390  3,138 

%    78  92 

Outliers: 

N   108  254 

%    22  8 

Total: 

N   498  3,392 

%    100  100 


aThree  cases  were  excluded  from  this  analysis  due  to  missing  values  for  rele- 
vant characteristics. 

SOURCE:  Fiscal  Year  1934  PATBILL  and  Provider  Specific  Files. 
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Table  B-29.— Alternative  DRG  For  Burns,  Expired  Table  B-30.— Alternative  ORG  For  Extensive  Burns 


Expired  All  Burn  Cases  Discharged  Dead  Any  Diagnosis 

94800  BDY  BRN  <  10%/3D  DEG  NOSa 

94810  10-19%  BDY  BRN/3  DEG  NOSa 

94811  10-19%  BDY  BRN/10-19%  3Da 

94820  20-29%  BDY  BRN/3  DEG  NOSa 

94821  20-29%  BDY  BRN/10-19%  3Da 

94822  20-29%  BDY  BRN/20-29%  3D 

94830  30-39%  BDY  BRN/3  DEG  NOSa 

94831  30-39%  BDY  BRN/10-19%  3Da 

94832  30-39%  BDY  BRN/20-29%  3D 

94833  30-39%  BDY  BRN/30-39%  3D 

94840  40-49%  BDY  BRN/3  DEG  NOSa 

94841  40-49%  BDY  BRN/10-19%  3Da 

94842  40-49%  BDY  BRN/20-29%  3D 

94843  40-49%  BDY  BRN/30-39%  3D 

94844  40-49%  BDY  BRN/40-49%  3D 

94850  50-59%  BDY  BRN/3  DEG  NOS 

94851  50-59%  BDY  BRN/10-19%  3D 

94852  50-59%  BDY  BRN/20-29%  3D 

94853  50-59%  BDY  BRN/30-39%  3D 

94854  50-59%  BDY  BRN/40-49%  3D 

94855  50-59%  BDY  BRN/50-59%  3D 

94860  60-69%  BDY  BRN/3  DEG  NOS 

94861  60-69%  BDY  BRN/10-19%  3D 

94862  60-69%  BDY  BRN/20-29%  3D 

94863  60-69%  BDY  BRN/30-39%  3D 

94864  60-69%  BDY  BRN/40-49%  3D 

94865  60-69%  BDY  BRN/50-59%  3D 

94866  60-69%  BDY  BRN/60-69%  3D 

94870  70-79%  BDY  BRN/3  DEG  NOS 

94871  70-79%  BDY  BRN/10-19%  3D 

94872  70-79%  BDY  BRN/20-29%  3D 

94873  70-79%  BDY  BRN/30-39%  3D 

94874  70-79%  BDY  BRN/40-49%  3D 

94875  70-79%  BDY  BRN/50-59%  3D 

94876  70-79%  BDY  BRN/60-69%  3D 

94877  70-79%  BDY  BRN/70-79%  3D 

94880  80-89%  BDY  BRN/3  DEG  NOS 

94881  80-89%  BDy  BRN/10-19%  3D 

94882  80-89%  BDY  BRN/20-29%  3D 

94883  80-89%  BDY  BRN/30-39%  3D 

94884  80-89%  BDY  BRN/40-49%  3D 

94885  80-89%  BDY  BRN/50-59%  3D 

94886  80-89%  BDY  BRN/60-69%  3D 

94887  80-89%  BDY  BRN/70-79%  3D 

94888  80-89%  BDY  BRN/80-89%  3D 

94890  90%  +  BDY  BRN/3D  DEG  NOS 

94891  90%  +  BDY  BRN/10-19%  3RD 

94892  90%  +  BDY  BRN/20-29%  3RD 

94893  90%  +  BDY  BRN/30-39%  3RD 

94894  90%  +  BDY  BRN/40-49%  3RD 

94895  90%  +  BDY  BRN/50-59%  3RD 

94896  90%  +  BDY  BRN/60-69%  3RD 

94897  90%  +  BDY  BRN/70-79%  3RD 

94898  90%  +  BDY  BRN/80-89%  3RD 

94899  90%  +  BDY  BRN/90%  +  3RD 
9490    BURN  NOS 

9493  3RD  DEGREE  BURN  NOSa 

9494  DEEP  3RD  DEG  BURN  NOSa 

9495  3RD  BURN  W  LOSS-SITE  NOSa 


aOnly  classified  into  the  Extensive  Burn  DRG  if  patient  also  undergoes  skin  graft, 
wound  debridement,  or  other  OR  procedure. 

SOURCE:  ProPAC  analysis. 
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Table  B-31.— Alternative  DRG  For  Non-Extensive  Burns  With  Skin  Graft,  Wound  Debridement 

Or  Other  Operating  Room  Procedure 


Principal  Diagnosis 

94100  BURN  NOS  HEAD-UNSPEC 

94101  BURN  NOS  EAR 

94103  BURN  NOS  LIP 

94104  BURN  NOS  CHIN 

94105  BURN  NOS  NOSE 

94106  BURN  NOS  SCALP 

94107  BURN  NOS  FACE  NEC 

94108  BURN  NOS  NECK 

94109  BURN  NOS  HEAD-MULT 

94110  1ST  DEG  BURN  HEAD  NOS 

94111  1ST  DEG  BURN  EAR 

94113  1ST  DEG  BURN  LIP 

94114  1ST  DEG  BURN  CHIN 

94115  1ST  DEG  BURN  NOSE 

94116  1ST  DEG  BURN  SCALP 

94117  1ST  DEG  BURN  FACE  NEC 

94118  1ST  DEG  BURN  NECK 

94119  1ST  DEG  BURN  HEAD-MULT 

94120  2ND  DEG  BURN  HEAD  NOS 

94121  2ND  DEG  BURN  EAR 

94123  2ND  DEG  BURN  LIP 

94124  2ND  DEG  BURN  CHIN 

94125  2ND  DEG  BURN  NOSE 

94126  2ND  DEG  BURN  SCALP 

94127  2ND  DEG  BURN  FACE  NEC 

94128  2ND  DEG  BURN  NECK 

94129  2ND  DEG  BURN  HEAD-MULT 

94130  3RD  DEG  BURN  HEAD  NOS 

94131  3RD  DEG  EURN  EAR 

94133  3RD  DEG  BURN  LIP 

94134  3RD  DEG  BURN  CHIN 

94135  3RD  DEG  BURN  NOSE 

94136  3RD  DEG  BURN  SCALP 

94137  3RD  DEG  BURN  FACE  NEC 

94138  3RD  DEG  BURN  NECK 

94139  3RD  DEG  BURN  HEAD-MULT 

94140  DEEP  3  DEG  BURN  HEAD  NOS 

94141  DEEP  3RD  DEG  BURN  EAR 

94143  DEEP  3R0  DEG  BURN  LIP 

94144  DEEP  3RD  DEG  BURN  CHIN 

94145  DEEP  3RD  DEG  BURN  NOSE 

94146  DEEP  3RD  DEG  BURN  SCALP 

94147  DEEP  3RD  BURN  FACE  NEC 

94148  DEEP  3RD  DEG  BURN  NECK 

94149  DEEP  3  DEG  BRN  HEAD-MULT 

94150  3RD  BURN  W  LOSS-HEAD  NOS 

94151  3RD  DEG  BURN  W  LOSS-EAR 

94153  3RD  DEG  BURN  W  LOSS-LIP 

94154  3RD  DEG  BURN  W  LOSS-CHIN 

94155  3RD  DEG  BURN  W  LOSS-NOSE 

94156  3RD  DEG  BURN  W  LOSS-SCALP 

94157  3RD  BURN  W  LOSS-FACE  NEC 

94158  3RD  DEG  BURN  W  LOSS-NECK 

94159  3RD  BRN  W  LOSS-HEAD  MULT 

94200  BURN  NOS  TRUNK-UNSPEC 

94201  BURN  NOS  BREAST 

94202  BURN  NOS  CHEST  WALL 

94203  BURN  NOS  ABDOMINAL  WALL 

94204  BURN  NOS  BACK 

94205  BURN  NOS  GENITALIA 

94209  BURN  NOS  TRUNK  NEC 

94210  1ST  DEG  BURN  TRUNK  NOS 


94211 

1ST 

DEG 

BURN 

BREAST 

94212 

1ST 

DEG 

BURN 

CHEST  WALL 

94213 

1ST 

DEG 

BURN 

ABDOMN  WALL 

94214 

1ST 

DEG 

BURN 

BACK 

94215 

1ST 

DEG 

BURN 

GENITALIA 

94219 

1ST 

DEG 

BURN 

TRUNK  NEC 

94220 

2ND 

DEG 

BURN 

TRUNK  NOS 

94221 

2ND 

DEG 

BURN 

BREAST 

94222 

2ND 

DEG 

BURN 

CHEST  WALL 

94223 

2ND 

DEG 

BURN 

ABDOMN  WALL 

94224 

2ND 

DEG 

BURN 

BACK 

94225 

2ND 

DEG 

BURN 

GENITALIA 

94229 

2ND 

DEG 

BURN 

TRUNK  NEC 

94230 

3RD 

DEG 

BURN 

TRUNK  NOS 

94231 

3RD 

DEG 

BURN 

BREAST 

94232 

3RD 

DEG 

BURN 

CHEST  WALL 

94233 

3RD 

DEG 

BURN 

ABDOMN  WALL 

94234 

3RD 

DEG 

BURN 

BACK 

94235 

3RD 

DEG 

BURN 

GENITALIA 

94239 

3RD 

DEG 

BURN 

TRUNK  NEC 

94240  DEEP  3RD  BURN  TRUNK  NOS 

94241  DEEP  3RD  DEG  BURN  BREAST 

94242  DEEP  3RD  BURN  CHEST  WALL 

94243  DEEP  3RD  BURN  ABDOM  WALL 

94244  DEEP  3RD  DEG  BURN  BACK 

94245  DEEP  3RD  BURN  GENITALIA 

94249  DEEP  3RD  BURN  TRUNK  NEC 

94250  3RD  BRN  W  LOSS-TRUNK  NOS 

94251  3RD  BURN  W  LOSS-BREAST 

94252  3RD  BRN  W  LOSS-CHEST  WLL 

94253  3RD  BRN  W  LOSS-ABDOM  WLL 

94254  3RD  DEG  BURN  W  LOSS-BACK 

94255  3RD  BRN  W  LOSS-GEN  ITALIA 
94259  3RD  BRN  W  LOSS-TRUNK  NEC 

94300  BURN  NOS  ARM-UNSPEC 

94301  BURN  NOS  FOREARM 

94302  BURN  NOS  ELBOW 

94303  BURN  NOS  UPPER  ARM 

94304  BURN  NOS  AXILLA 

94305  BURN  NOS  SHOULDER 

94306  BURN  NOS  SCAPULA 
94309  BURN  NOS  ARM-MULTIPLE 


94310 

1ST 

DEG 

BURN 

ARM  NOS 

94311 

1ST 

DEG 

BURN 

FOREARM 

94312 

1ST 

DEG 

BURN 

ELBOW 

94313 

1ST 

DEG 

BURN 

UPPER  ARM 

94314 

1ST 

DEG 

BURN 

AXILLA 

94315 

1ST 

DEG 

BURN 

SHOULDER 

94316 

1ST 

DEG 

BURN 

SCAPULA 

94319 

1ST 

DEG 

BURN 

ARM-MULT 

94320 

2ND 

DEG 

BURN 

ARM  NOS 

94321 

2ND 

DEG 

BURN 

FOREARM 

94322 

2ND 

DEG 

BURN 

ELBOW 

94323 

2ND 

DEG 

BURN 

UPPER  ARM 

94324 

2ND 

DEG 

BURN 

AXILLA 

94325 

2ND 

DEG 

BURN 

SHOULDER 

94326 

2ND 

DEG 

BURN 

SCAPULA 

94329 

2ND 

DEG 

BURN 

ARM-MULT 

94330 

3RD 

DEG 

BURN 

ARM  NOS 

94331 

3RD 

DEG 

BURN 

FOREARM 

94332 

3RD 

DEG 

BURN 

ELBOW 

94333 

3RD 

DEG 

BURN 

UPPER  ARM 

94334 

3RD 

DEG 

BURN 

AXILLA 

94335  3RD  DEG  BURN  SHOULDER 

94336  3RD  DEG  BURN  SCAPULA 

94339  3RD  DEG  BURN  ARM-MULT 

94340  DEEP  3  DEG  BURN  ARM  NOS 

94341  DEEP  3  DEG  BURN  FOREARM 

94342  DEEP  3  DEG  BURN  ELBOW 

94343  DEEP  3  DEG  BRN  UPPER  ARM 

94344  DEEP  3  DEG  BURN  AXILLA 

94345  DEEP  3  DEG  BURN  SHOULDER 

94346  DEEP  3  DEG  BURN  SCAPULA 

94349  DEEP  3  DEG  BURN  ARM-MULT 

94350  3RD  BURN  W  LOSS-ARM  NOS 

94351  3RD  BURN  W  LOSS-FOREARM 

94352  3RD  BURN  W  LOSS-ELBOW 

94353  3RD  BRN  W  LOSS-UPPER  ARM 

94354  3RD  BURN  W  LOSS-AXILLA 

94355  3RD  BURN  W  LOSS-SHOULDER 

94356  3RD  BURN  W  LOSS-SCAPULA 
94359  3RD  BURN  W  LOSS  ARM-MULT 

94400  BURN  NOS  HAND-UNSPEC 

94401  BURN  NOS  FINGER 

94402  BURN  NOS  THUMB 

94403  BURN  NOS  MULT  FINGERS 

94404  BURN  NOS  FINGER  W  THUMB 

94405  BURN  NOS  PALM 

94406  BURN  NOS  BACK  OF  HAND 

94407  BURN  NOS  WRIST 

94408  BURN  NOS  HAND-MULTIPLE 

94410  1ST  DEG  BURN  HAND  NOS 

94411  1ST  DEG  BURN  FINGER 

94412  1ST  DEG  BURN  THUMB 

94413  1ST  DEG  BURN  MULT  FINGER 

94414  1  DEG  BURN  FINGR  W  THUMB 

94415  1ST  DEG  BURN  PALM 

94416  1  DEG  BURN  BACK  OF  HAND 

94417  1ST  DEG  BURN  WRIST 

94418  1ST  DEG  BURN  HAND-MULT 

94420  2ND  DEG  BURN  HAND  NOS 

94421  2ND  DEG  BURN  FINGER 

94422  2ND  DEG  BURN  THUMB 

94423  2ND  DEG  BURN  MULT  FINGER 

94424  2  DEG  BURN  FINGR  W  THUMB 

94425  2ND  DEG  BURN  PALM 

94426  2  DEG  BURN  BACK  OF  HAND 

94427  2ND  DEG  BURN  WRIST 

94428  2ND  DEG  BURN  HAND-MULT 

94430  3RD  DEG  BURN  HAND  NOS 

94431  3RD  DEG  BURN  FINGER 

94432  3RD  DEG  BURN  THUMB 

94433  3RD  DEG  BURN  MULT  FINGER 

94434  3  DEG  BURN  FINGR  W  THUMB 

94435  3RD  DEG  BURN  PALM 

94436  3  DEG  BURN  BACK  OF  HAND 

94437  3RD  DEG  BURN  WRIST 

94438  3RD  DEG  BURN  HAND-MULT 

94440  DEEP  3  DEG  BRN  HAND  NOS 

94441  DEEP  3  DEG  BURN  FINGER 

94442  DEEP  3  DEG  BURN  THUMB 

94443  DEEP  3RD  BRN  MULT  FINGER 

94444  DEEP  3RD  BRN  FNGR  W  THMB 

94445  DEEP  3  DEG  BURN  PALM 

94446  DEEP  3RD  BRN  BACK  OF  HND 

94447  DEEP  3  DEG  BURN  WRIST 
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94448  DEEP  3  DEG  BRN  HAND-MULT 

94450  3RD  BRN  W  LOSS-HAND  NOS 

94451  3RD  BURN  W  LOSS-FINGER 

94452  3RD  BURN  W  LOSS-THUMB 

94453  3RD  BRN  W  LOSS-MULT  FNGR 

94454  3RD  BRN  W  LOSS-FNGR/THMB 

94455  3RD  BURN  W  LOSS-PALM 

94456  3RD  BRN  W  LOSS-BK  OF  HND 

94457  3RD  BURN  W  LOSS-WRIST 

94458  3RD  BRN  W  LOSS  HAND-MULT 

94500  BURN  NOS  LEG-UNSPEC 

94501  BURN  NOS  TOE 

94502  BURN  NOS  FOOT 

94503  BURN  NOS  ANKLE 

94504  BURN  NOS  LOWER  LEG 

94505  BURN  NOS  KNEE 

94506  BURN  NOS  THIGH 


94509 

BURN  NOS  LEG-MULTIPLE 

94510 

1ST 

DEG 

BURN 

LEG  NOS 

94511 

1ST 

DEG 

BURN 

TOE 

94512 

1ST 

DEG 

BURN 

FOOT 

94513 

1ST 

DEG 

BURN 

ANKLE 

94514 

1ST 

DEG 

BURN 

LOWER  LEG 

94515 

1ST 

DEG 

BURN 

KNEE 

94516 

1ST 

DEG 

BURN 

THIGH 

94519 

1ST 

DEG 

BURN 

LEG-MULT 

94520 

2ND 

DEG 

BURN 

LEG  NOS 

94521 

2ND 

DEG 

BURN 

TOE 

94522 

2ND 

DEG 

BURN 

FOOT 

94523 

2ND 

DEG 

BURN 

ANKLE 

94524 

2ND 

DEG 

BURN 

LOWER  LEG 

94525 

2ND 

DEG 

BURN 

KNEE 

94526 

2ND 

DEG 

BURN 

THIGH 

94529 

2ND 

DEG 

BURN 

LEG-MULT 

94530 

3RD 

DEG 

BURN 

LEG  NOS 

94531 

3RD 

DEG 

BURN 

TOE 

94532 

3RD 

DEG 

BURN 

FOOT 

94533 

3RD 

DEG 

BURN 

ANKLE 

94534 

3RD 

DEG 

BURN 

LOW  LEG 

94535 

3RD 

DEG 

BURN 

KNEE 

94536 

3RD 

DEG 

BURN 

THIGH 

94539 

3RD 

DEG 

BURN 

LEG-MULT 

94540 

DEEP  3RD  DEG  BRN  LEG  NOS 

94541 

DEEP  3RD  DEG  BURN  TOE 

94542  DEEP  3RD  DEG  BURN  FOOT 

94543  DEEP  3RD  DEG  BURN  ANKLE 

94544  DEEP  3RD  DEG  BRN  LOW  LEG 

94545  DEEP  3RD  DEG  BURN  KNEE 

94546  DEEP  3RD  DEG  BURN  THIGH 

94549  DEEP  3  DEG  BURN  LEG-MULT 

94550  3  DEG  BRN  W  LOSS-LEG  NOS 

94551  3  DEG  BURN  W  LOSS-TOE 

94552  3  DEG  BURN  W  LOSS-FOOT 

94553  3  DEG  BURN  W  LOSS-ANKLE 

94554  3  DEG  BRN  W  LOSS-LOW  LEG 

94555  3  DEG  BURN  W  LOSS-KNEE 

94556  3  DEG  BURN  W  LOSS-THIGH 
94559  3  DEG  BRN  W  LOSS  LEG-MLT 

9460  BURN  NOS  MULTIPLE  SITE 

9461  1ST  DEG  BURN  MULT  SITE 

9462  2ND  DEG  BURN  MULT  SITE 

9463  3RD  DEG  BURN  MULT  SITE 

9464  DEEP  3  DEG  BRN  MULT  SITE 


9465  3RD  BRN  W  LOSS-MULT  SITE 

9478  BURN  INTERNAL  ORGAN  NEC 

9479  BURN  INTERNAL  ORGAN  NOS 

Operating  Room  Procedures 

8582  BREAST  SPLIT-THICK  GRAFT 

8583  BREAST  FULL-THICK  GRAFT 

8584  BREAST  PEDICLE  GRAFT 

8660  FREE  SKIN  GRAFT  NOS 

8661  FULL-THICK  HAND  SKIN  GRF 

8662  HAND  SKIN  GRAFT  NEC 

8663  FULL-THICK  SKIN  GRFT  NEC 

8665  HETEROGRAFT  TO  SKIN 

8666  HOMOGRAFT  TO  SKIN 

8669  FREE  SKIN  GRAFT  NEC 

8670  PEDICLE  GRAFT/FLAP  NOS 

8671  CUT  PREP  PEDICLE  GRAFT 

8672  PEDICLE  GRAFT  ADVANCEMEN 

8673  ATTACH  PEDICLE  TO  HAND 

8674  ATTACH  PEDICLE  GRAFT  NEC 

8675  REVISION  OF  PEDICLE  GRFT 

0492  IMPLANT  PERIPH  STIMULAT 

0493  REMOVE  PERIPH  STIMULATOR 
0820  REMOVE  EYELID  LESION  NOS 

0822  EXCISE  MINOR  LES  LID  NEC 

0823  EXC  MAJ  LES  LID  PRT-THIC 

0824  EXC  MAJ  LES  LID  FUL-THIC 

0825  DESTRUCTION  LID  LESION 
0838  CORRECT  LID  RETRACTION 
0841  THERMOCAUT/ENTROPION  REP 
0843  WEDG  RESEC  ENTROPION  REP 
0849  ENTROPION/ECTROP  REP  NEC 
0851  CANTHOTOMY 

0859  ADJUST  LID  POSITION  NEC 

0861  LID  RECONST  W  SKIN  GRAFT 

0862  LID  RECONST  W  MUC  GRAFT 

0863  LID  RECONST  W  HAIR  GRAFT 

0864  LID  RECON-TARSOCONJ  FLAP 

0869  LID  RECONSTR  W  GRAFT  NEC 

0870  LID  RECONSTRUCTION  NOS 

0871  LID  MARG  RECON-PART  THICK 

0872  LID  RECONS-PART  THIC  NEC 

0873  LID  MARG  RECONS  FUL  THIC 

0874  LID  RECONST-FUL  THIC  NEC 
0882  LID  MARG  LAC  RX-PART  TH 
0884  LID  MARG  LAC  RX-FUL  THIC 
0889  EYELID  REPAIR  NEC 

0899  EYELID  OPERATION  NEC 

0971  CORRECT  EVERTED  PUNCTUM 

1631  EYE  EVISC  W  SYNCH  IMPLAN 

1639  EYEBALL  EVISCERATION  NEC 

1641  EYE  ENUC/IMPLAN/MUSC  ATT 

1642  EYE  ENUC  W  IMPLANT  NEC 
1649  EYEBALL  ENUCLEATION  NEC 

1651  RADICAL  ORBITOMAXILLECT 

1652  ORBIT  EXENT  W  BONE  REMOV 
1659  ORBITAL  EXENTERATION  NEC 

1661  2NDRY  OCULAR  IMP  INSERT 

1662  REVIS/REINSERT  OCUL  IMP 

1663  REVIS  ENUC  SOCKET  W  GRFT 

1664  ENUC  SOCKET  REVIS  NEC 

1665  2NDRY  EXENT  CAVITY  GRAFT 

1666  REVIS  EXENTER  CAVITY  NEC 
1669  2ND  OP  POST  EYE  REM  NEC 


1671  REMOVE  OCULAR  IMPLANT 

1672  REMOVE  ORBITAL  IMPLANT 

1681  REPAIR  OF  ORBITAL  WOUND 

1682  REPAIR  EYEBALL  RUPTURE 
1689  EYE  ORBIT  INJ  REPAIR  NEC 

1692  EXCISION  ORBITAL  LESION 

1693  EXCISION  EYE  LESION  NOS 

1698  OPERATION  ON  ORBIT  NEC 

1699  OPERATION  ON  EYEBALL  NEC 
1839  EXCIS  EXTERNAL  EAR  NEC 
186  EXT  AUDIT  CANAL  RECONSTR 

1871  CONSTRUCTION  EAR  AURICLE 

1872  REATTACH  AMPUTATED  EAR 
1879  PLASTIC  REP  EXT  EAR  NEC 
189  OTHER  EXT  EAR  OPERATIONS 
214  RESECTION  OF  NOSE 

2183  TOT  NASAL  RECONSTRUCTION 

2184  REVISION  RHINOPLASTY 

2185  AUGMENTATION  RHINOPLASTY 

2186  LIMITED  RHINOPLASTY 

2187  RHINOPLASTY  NEC 
2189  NASAL  REPAIR  NEC 
2199  NASAL  OPERATION  NEC 
2559  REPAIR  OF  TONGUE  NEC 
2749  EXCISION  OF  MOUTH  NEC 
2753  CLOSURE  OF  MOUTH  FISTULA 

2755  FULL-THICK  GRFT  TO  MOUTH 

2756  SKIN  GRAFT  TO  MOUTH  NEC 

2757  PEDICLE  ATTACH  TO  MOUTH 
2759  MOUTH  REPAIR  NEC 

3121  MEDIASTINAL  TRACHEOSTOMY 

3129  OTHER  PERM  TRACHEOSTOMY 

3169  OTHER  LARYNGEAL  REPAIR 

3172  CLOSURE  OF  TRACHEOSTOMY 

3174  REVISION  OF  TRACHEOSTOMY 

3175  TRACHEAL  RECONSTRUCTION 
3179  OTHER  TRACHEAL  REPAIR 
3192  LYSIS  TRACH/LARYNX  ADHES 

323  SEGMENTAL  LUNG  RESECTION 

324  LOBECTOMY  OF  LUNG 

325  COMPLETE  PNEUMONECTOMY 
329  OTHER  EXCISION  OF  LUNG 
3342  BRONCHIAL  FISTULA  CLOS 

3348  BRONCHIAL  REPAIR  NEC 

3349  LUNG  REPAIR  NEC 

3451  DECORTICATION  OF  LUNG 

3459  OTHER  PLEURAL  EXCISION 

3473  CLOS  THORACIC  FISTUL  NEC 

3479  OTHER  CHEST  WALL  REPAIR 

3791  OPN  CHEST  CARDIAC  MASSAG 

3927  DIALYSIS  ARTERIOVENOSTOM 

3942  REVIS  REN  DIALYSIS  SHUN 

4209  ESOPHAGEAL  INCISION  NF 

4210  ESOPHAGOSTOMY  NOS 

4211  CERVICAL  ESOPHAGOS 

4212  ESOPH  POUCH  EXTERIORIZAT 
4219  EXT  FISTULIZAT  ESOPH  NEC 
4221  ESOPHAGOSCOPY  BY  INCIS 

4240  ESOPHAGECTOMY  NOS 

4241  PARTIAL  ESOPHAGECTOMY 

4242  TOTAL  ESOPHAGECTOMY 

4251  THORAC  ESOPHAGOESOPHAGOS 

4252  THORAC  ESOPHAGOGASTROST 
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1  nUnnU  OIV1  DUVVCL  im  1  CnrUO 

4400 

f^oph aoooa^tropi  a^tv 

FflRFDIIARTFR  AMPUTATION 
runcuurtnicn  r\iviruirAiiuiv 

49^4 
4£j4 

THDRAP  FSflPH  ARDFNTFR  NFP 

44oy 

flACTRir  RFPAIR  NFP 

OH  I  U 

I  DuVFR  I  IMR  AMPUTAT  ND1? 

LUVVCn  LMVID  MlvlrUIMI  IMUO 

49^ 

THDRAP  1  R  RPWFI  INTFRPD^ 
1  nUnnU  Lu  DUVVCL  Mv  1  CnrUO 

44QQ 

PAQTR1P  OPERATION  WPP 
uMDlnlU  UrCnMIIUlM  IVCU 

841 1 
Of  I  I 
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4d  00 

thpirap  F^nPHARnrni nfp 

DOD  1 
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OH  I  L 
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4d00 
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^40 
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04  1  0 
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49fi1 
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nCUrCN  nCUCIV  1   LMr  01  1  C 

841  S 

04  I  J 
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DCLUVV    rNIVCC  MlvlrUIMI    IM l_U 

49R9 
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S41 Q 

1  APAROTOMV  NFP 
LnrnnlJ  1  UIVI  T  IVCU 

841  fi 

U4  I  U 
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49fi^ 
4^00 
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^469 
040c 
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84 1Q 
04  I  f 
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0400 
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8421 
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OcO 
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U IV  1 LM  1  CnML  Unun luU  1  UIVI  I 

8499 

04£  L 

FINRFR  RFATTAPHMFNT 
riiMucn  nr.ni  i  r\\j\ i  ivilim  i 

49fiQ 

tJTFRN  F^OPHAR  ANA^T  NFP 
o  I  cniv  LOurnnu  rtivr\o  i  ivcu 

6941 

Oc4  I 

RFMHUF  RflTH  TF^TF^ 
nciviuvc  du  i  n  icoico 

849S 

F0RFARM/WRI9T/HAMn  RFATT 

49fH 

4£00 

F^RPHARR^TOMY  PI  D9IIRF 
Ljurnnuuo  i  uivi  i  ULUOunL 

fi949 

0c4c 

RFMHUF  ^fll  ITARY  TF^TI^ 
nulVIUVC  OULIIMnT  ICOIIO 

8494 

IIPPFR  ARM  RFATTAPHMFNT 
urrcn  r\nivi  nr_n  i  1  r\\j\  1 1 vi l.im  i 

ccnpH  FI^TIIIA  RFPAIR  NFP 
courn  no  i  ULn  ncr nin  ivlw 

R9RQ 

TCCTIpl  MAR  RFPAIR  MFP 
1  CO  1  1 UU LMn  nurMI n  IM r_U 

849S 

04  C  J 

TOF  RFATTAPHMFNT 

1  UL    nCrAI  IMOIIIVILIMI 

FSDPHAR  ^TRIPTIIRF  RFPAIR 
tour  ring  oiniuiunc  ncrrtin 

fi9QQ 

TF9TIPIII  AR  OPERATION  MFP 
1  CO  1  llyULMn  UrXnMIIUIV  IVCU 

04cu 

FOOT  RFATTAPHMFNT 
ruui  ncMi  ir\univiL_tMi 

4£00 

Pflfin  <nIIRD  TIINNFI  ND  ANA^ 

rnuu  OUDU   IUIVIVCL  IVU  nlinj 

fid*} 
OHO 

AMPIITATIOM  OF  PFMI^ 
MlVlrU  1  M  1  IU1V  Ur  rCIMIO 

8497 

1  OWFR  I  FO/ANKI  F  RFATTAPH 
Luvvr_n  L_r_u/MiMr\i_r_  nLn  i  i  nu 1 1 

4£0  I 

F90PHARFAI  RRAFT  NFP 
LOurnnuCML  unrtr  i  ivcu 

R44^ 

0440 

PDN^TRl IPTIHM  OF  PFMI^ 
UUIVO  1  nUU  1  IUIV  Ur  rCWIO 

8498 

THIOH  RFATTAPHMFNT 
iriiun  nr_rAi  ihuiiivicimi 

4289 

ESOPHAGEAL  REPAIR  NEC 

6444 

RECONSTRUCTION  OF  PENIS 

8429 

REATTACHMENT  NEC 

430 

GASTR0T0MY 

6445 

REPLANTATION  OF  PENIS 

843 

AMPUTATION  STUMP  REVIS 

435 

PROXIMAL  GASTRECTOMY 

6449 

PENILE  REPAIR  NEC 

8440 

IMPLNT/FIT  PROS  LIMB  NOS 

436 

DISTAL  GASTRECTOMY 

8400 

UPPER  LIMB  AMPUTAT  NOS 

8444 

IMPLANT  ARM  PROSTHESIS 

437 

PART  GASTREC  W  JEJ  ANAST 

8401 

FINGER  AMPUTATION 

8448 

IMPLANT  LEG  PROSTHESIS 

4381 

PART  GAST  W  JEJ  TRANSPOS 

8402 

THUMB  AMPUTATION 

8491 

AMPUTATION  NOS 

4389 

PARTIAL  GASTRECTOMY  NEC 

8403 

AMPUTATION  THROUGH  HAND 

8622 

WOUND  DEBRIDEMENT 

4391 

TOT  GAST  W  INTES  INTERPO 

8404 

DISARTICULATION  OF  WRIST 

864 

RADICAL  EXCIS  SKIN  LES 

4399 

TOTAL  GASTRECTOMY  NEC 

8405 

AMPUTATION  THRU  FOREARM 

8684 

RELAXATION  OF  SCAR 

4411 

TRANSABDOMIN  GASTR0SC0PY 

8406 

DISARTICULATION  OF  ELBOW 

8689 

SKIN  REPAIR  PLASTY  NEC 

445 

REVISION  GASTRIC  ANASTOM 

8407 

AMPUTATION  THRU  HUMERUS 

8691 

SKIN  EXCISION  FOR  GRAFT 

4463 

CLOSE  GASTRIC  FISTUL  NEC 

8408 

SHOULDER  DISARTICULATION 

SOURCF:  ProPAC  analysis. 
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Table  B-32.— Alternative  DRG  For  Non-Extensive  Burns  Without  Operating  Room  Procedure 


Principal  Diagnosis 

94100  BURN  NOS  HEAD-UNSPEC 

94101  BURN  NOS  EAR 

94103  BURN  NOS  LIP 

94104  BURN  NOS  CHIN 

94105  BURN  NOS  NOSE 

94106  BURN  NOS  SCALP 

94107  BURN  NOS  FACE  NEC 

94108  BURN  NOS  NECK 

94109  BURN  NOS  HEAD-MULT 

94110  1ST  DEG  BURN  HEAD  NOS 

94111  1ST  DEG  BURN  EAR 

94113  1ST  DEG  BURN  LIP 

94114  1ST  DEG  BURN  CHIN 

94115  1ST  DEG  BURN  NOSE 

94116  1ST  DEG  BURN  SCALP 

94117  1ST  DEG  BURN  FACE  NEC 

94118  1ST  DEG  BURN  NECK 

94119  1ST  DEG  BURN  HEAD-MULT 

94120  2ND  DEG  BURN  HEAD  NOS 

94121  2ND  DEG  BURN  EAR 

94123  2ND  DEG  BURN  LIP 

94124  2ND  DEG  BURN  CHIN 

94125  2ND  DEG  BURN  NOSE 

94126  2ND  DEG  BURN  SCALP 

94127  2ND  DEG  BURN  FACE  NEC 

94128  2ND  DEG  BURN  NECK 

94129  2ND  DEG  BURN  HEAD-MULT 

94130  3RD  DEG  BURN  HEAD  NOS 

94131  3RD  DEG  BURN  EAR 

94133  3RD  DEG  BURN  LIP 

94134  3RD  DEG  BURN  CHIN 

94135  3RD  DEG  BURN  NOSE 

94136  3RD  DEG  BURN  SCALP 

94137  3RD  DEG  BURN  FACE  NEC 

94138  3RD  DEG  BURN  NECK 

94139  3RD  DEG  BURN  HEAD-MULT 

94140  DEEP  3  DEG  BURN  HEAD  NOS 

94141  DEEP  3RD  DEG  BURN  EAR 

94143  DEEP  3RD  DEG  BURN  LIP 

94144  DEEP  3RD  DEG  BURN  CHIN 

94145  DEEP  3RD  DEG  BURN  NOSE 

94146  DEEP  3RD  DEG  BURN  SCALP 

94147  DEEP  3RD  BURN  FACE  NEC 

94148  DEEP  3RD  DEG  BURN  NECK 

94149  DEEP  3  DEG  BRN  HEAD-MULT 

94150  3RD  BURN  W  LOSS-HEAD  NOS 

94151  3RD  DEG  BURN  W  LOSS-EAR 

94153  3RD  DEG  BURN  W  LOSS-LIP 

94154  3RD  DEG  BURN  W  LOSS-CHIN 

94155  3RD  DEG  BURN  W  LOSS-NOSE 

94156  3RD  DEG  BURN  W  LOSS-SCALP 

94157  3RD  BURN  W  LOSS-FACE  NEC 

94158  3RD  DEG  BURN  W  LOSS-NECK 

94159  3RD  BRN  W  LOSS-HEAD  MULT 

94200  BURN  NOS  TRUNK-UNSPEC 

94201  BURN  NOS  BREAST 

94202  BURN  NOS  CHEST  WALL 

94203  BURN  NOS  ABDOMINAL  WALL 

94204  BURN  NOS  BACK 

94205  BURN  NOS  GENITALIA 

94209  BURN  NOS  TRUNK  NEC 

94210  1ST  DEG  BURN  TRUNK  NOS 

94211  1ST  DEG  BURN  BREAST 


94212  1ST  DEG  BURN  CHEST  WALL 

94213  1ST  DEG  BURN  ABDOMN  WALL 

94214  1ST  DEG  BURN  BACK 

94215  1ST  DEG  BURN  GENITALIA 

94219  1ST  DEG  BURN  TRUNK  NEC 

94220  2ND  DEG  BURN  TRUNK  NOS 

94221  2ND  DEG  BURN  BREAST 

94222  2ND  DEG  BURN  CHEST  WALL 

94223  2ND  DEG  BURN  ABDOMN  WALL 

94224  2ND  DEG  BURN  BACK 

94225  2ND  DEG  BURN  GENITALIA 

94229  3RD  DEG  BURN  TRUNK  NEC 

94230  3RD  DEG  BURN  TRUNK  NOS 

94231  3RD  DEG  BURN  BREAST 

94232  3RD  DEG  BURN  CHEST  WALL 

94233  3RD  DEG  BURN  ABDOMN  WALL 

94234  3RD  DEG  BURN  BACK 

94235  3RD  DEG  BURN  GENITALIA 

94239  3RD  DEG  BURN  TRUNK  NEC 

94240  DEEP  3RD  BURN  TRUNK  NOS 

94241  DEEP  3RD  DEG  BURN  BREAST 

94242  DEEP  3RD  BURN  CHEST  WALL 

94243  DEEP  3RD  BURN  ABDOM  WALL 

94244  DEEP  3RD  DEG  BURN  BACK 

94245  DEEP  3RD  BURN  GENITALIA 

94249  DEEP  3RD  BURN  TRUNK  NEC 

94250  3RD  BRN  W  LOSS-TRUNK  NOS 

94251  3RD  BURN  W  LOSS-BREAST 

94252  3RD  BRN  W  LOSS-CHEST  WLL 

94253  3RD  BRN  W  LOSS-ABDOM  WLL 

94254  3RD  DEG  BURN  W  LOSS-BACK 

94255  3RD  BRN  W  LOSS-GEN  ITALIA 
94259  3RD  BRN  W  LOSS-TRUNK  NEC 

94300  BURN  NOS  ARM-UNSPEC 

94301  BURN  NOS  FOREARM 

94302  BURN  NOS  ELBOW 

94303  BURN  NOS  UPPER  ARM 

94304  BURN  NOS  AXILLA 

94305  BURN  NOS  SHOULDER 

94306  BURN  NOS  SCAPULA 

94309  BURN  NOS  ARM-MULTIPLE 

94310  1ST  DEG  BURN  ARM  NOS 

94311  1ST  DEG  BURN  FOREARM 

94312  1ST  DEG  BURN  ELBOW 

94313  1ST  DEG  BURN  UPPER  ARM 

94314  1ST  DEG  BURN  AXILLA 

94315  1ST  DEG  BURN  SHOULDER 

94316  1ST  DEG  BURN  SCAPULA 

94319  1ST  DEG  BURN  ARM-MULT 

94320  2ND  DEG  BURN  ARM  NOS 

94321  2ND  DEG  BURN  FOREARM 

94322  2ND  DEG  BURN  ELBOW 

94323  2ND  DEG  BURN  UPPER  ARM 

94324  2ND  DEG  BURN  AXILLA 

94325  2ND  DEG  BURN  SHOULDER 

94326  2ND  DEG  BURN  SCAPULA 

94329  2ND  DEG  BURN  ARM-MULT 

94330  3RD  DEG  BURN  ARM  NOS 

94331  3RD  DEG  BURN  FOREARM 

94332  3RD  DEG  BURN  ELBOW 

94333  3RD  DEG  BURN  UPPER  ARM 

94334  3RD  DEG  BURN  AXILLA 

94335  3RD  DEG  BURN  SHOULDER 

94336  3RD  DEG  BURN  SCAPULA 


94339  3RD  DEG  BURN  ARM-MULT 

94340  DEEP  3  DEG  BURN  ARM  NOS 

94341  DEEP  3  DEG  BURN  FOREARM 

94342  DEEP  3  DEG  BURN  ELBOW 

94343  DEEP  3  DEG  BRN  UPPER  ARM 

94344  DEEP  3  DEG  BURN  AXILLA 

94345  DEEP  3  DEG  BURN  SHOULDER 

94346  DEEP  3  DEG  BURN  SCAPULA 

94349  DEEP  3  DEG  BURN  ARM-MULT 

94350  3RD  BURN  W  LOSS-ARM  NOS 

94351  3RD  BURN  W  LOSS-FOREARM 

94352  3RD  BURN  W  LOSS-ELBOW 

94353  3RD  BRN  W  LOSS-UPPER  ARM 

94354  3RD  BURN  W  LOSS-AXILLA 

94355  3RD  BURN  W  LOSS-SHOULDER 

94356  3RD  BURN  W  LOSS-SCAPULA 
94359  3RD  BURN  W  LOSS  ARM-MULT 

94400  BURN  NOS  HAND-UNSPEC 

94401  BURN  NOS  FINGER 

94402  BURN  NOS  THUMB 

94403  BURN  NOS  MULT  FINGERS 

94404  BURN  NOS  FINGER  W  THUMB 

94405  BURN  NOS  PALM 

94406  BURN  NOS  BACK  OF  HAND 

94407  BURN  NOS  WRIST 

94408  BURN  NOS  HAND-MULTIPLE 
4410    1ST  DEG  BURN  HAND  NOS 

94411  1ST  DEG  BURN  FINGER 

94412  1ST  DEG  BURN  THUMB 

94413  1ST  DEG  BURN  MULT  FINGER 

94414  1  DEG  BURN  FINGR  W  THUMB 

94415  1ST  DEG  BURN  PALM 

94416  1  DEG  BURN  BACK  OF  HAND 

94417  1ST  DEG  BURN  WRIST 

94418  1ST  DEG  BURN  HAND-MULT 

94420  2ND  DEG  BURN  HAND  NOS 

94421  2ND  DEG  BURN  FINGER 

94422  2ND  DEG  BURN  THUMB 

94423  2ND  DEG  BURN  MULT  FINGER 

94424  2  DEG  BURN  FINGR  W  THUMB 

94425  2ND  DEG  BURN  PALM 

94426  2  DEG  BURN  BACK  OF  HAND 

94427  2ND  DEG  BURN  WRIST 

94428  2ND  DEG  BURN  HAND-MULT 

94430  3RD  DEG  BURN  HAND  NOS 

94431  3RD  DEG  BURN  FINGER 

94432  3RD  DEG  BURN  THUMB 

94433  3RD  DEG  BURN  MULT  FINGER 

94434  3  DEG  BURN  FINGR  W  THUMB 

94435  3RD  DEG  BURN  PALM 

94436  3  DEG  BURN  BACK  OF  HAND 

94437  3RD  DEG  BURN  WRIST 

94438  3RD  DEG  BURN  HAND-MULT 

94440  DEEP  3  DEG  BRN  HAND  NOS 

94441  DEEP  3  DEG  BURN  FINGER 

94442  DEEP  3  DEG  BURN  THUMB 

94443  DEEP  3RD  BRN  MULT  FINGER 

94444  DEEP  3RD  BRN  FNGR  W  THMB 

94445  DEEP  3  DEG  BURN  PALM 

94446  DEEP  3RD  BRN  BACK  OF  HND 

94447  DEEP  3  DEG  BURN  WRIST 

94448  DEEP  3  DEG  BRN  HAND-MULT 

94450  3RD  BRN  W  LOSS-HAND  NOS 

94451  3RD  BURN  W  LOSS-FINGER 
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Table  B-32.— Alternative  DRG  For  Non-Extensive  Burns  Without  Operating  Room  Procedure— Continued 


94452 

3RD  BURN  W  LOSS-THUMB 

94516 

1ST 

DEG 

BURN 

THIGH 

94543 

DEEP  3RD  DEG  BURN  ANKLE 

94453 

3RD  BRN  W  LOSS-MULT  FNGR 

94519 

1ST 

DEG 

BURN 

LEG-MULT 

94544 

DEEP  3RD  DEG  BRN  LOW  LEG 

94454 

3RD  BRN  W  L0SS-FNGR/THMB 

94520 

2ND 

DEG 

BURN 

LEG  NOS 

94545 

DEEP  3RD  DEG  BURN  KNEE 

94455 

3RD  BURN  W  LOSS-PALM 

94521 

2ND 

DEG 

BURN 

TOE 

94546 

DEEP  3RD  DEG  BURN  THIGH 

94456 

3RD  BRN  W  L0SS-BK  OF  HND 

94522 

2ND 

DEG 

BURN 

FOOT 

94549 

DEEP  3  DEG  BURN  LEG-MULT 

94457 

3RD  BURN  W  LOSS-WRIST 

94523 

2ND 

DEG 

BURN 

ANKLE 

94550 

3  DEG  BRN  W  LOSS-LEG  NOS 

94458 

3RD  BRN  W  LOSS  HAND-MULT 

94524 

2ND 

DEG 

BURN 

LOWER  LEG 

94551 

3  DEG  BURN  W  LOSS-TOE 

94500 

BURN  NOS  LEG-UNSPEC 

94525 

2ND 

DEG 

BURN 

KNEE 

94552 

3  DEG  BURN  W  LOSS-FOOT 

94501 

BURN  NOS  TOE 

94526 

2ND 

DEG 

BURN 

THIGH 

94553 

3  DEG  BURN  W  LOSS-ANKLE 

94502 

BURN  NOS  FOOT 

94529 

2ND 

DEG 

BURN 

LEG-MULT 

94554 

3  DEG  BRN  W  LOSS-LOW  LEG 

94503 

BURN  NOS  ANKLE 

94530 

3RD 

DEG 

BURN 

LEG  NOS 

94555 

3  DEG  BURN  W  LOSS-KNEE 

94504 

BURN  NOS  LOWER  LEG 

94531 

3RD 

DEG 

BURN 

TOE 

94556 

3  DEG  BURN  W  LOSS-THIGH 

94505 

BURN  NOS  KNEE 

94532 

3RD 

DEG 

BURN 

FOOT 

94559 

3  DEG  BRN  W  LOSS  LEG-MLT 

94506 

BURN  NOS  THIGH 

94533 

3RD 

DEG 

BURN 

ANKLE 

9460 

BURN  NOS  MULTIPLE  SITE 

94509 

BURN  NOS  LEG-MULTIPLE 

94534 

3RD 

DEG 

BURN 

LOW  LEG 

9461 

1ST  DEG  BURN  MULT  SITE 

94510 

1ST  DEG  BURN  LEG  NOS 

94535 

3RD 

DEG 

BURN 

KNEE 

9462 

2ND  DEG  BURN  MULT  SITE 

94511 

1ST  DEG  BURN  TOE 

94536 

3RD 

DEG 

BURN 

THIGH 

9463 

3RD  DEG  BURN  MULT  SITE 

94512 

1ST  DEG  BURN  FOOT 

94539 

3RD 

DEG 

BURN 

LEG-MULT 

9464 

DEEP  3  DEG  BRN  MULT  SITE 

94513 

1ST  DEG  BURN  ANKLE 

94540 

DEEP  3RD  DEG  BRN  LEG  NOS 

9465 

3RD  BRN  W  LOSS-MULT  SITE 

94514 

1ST  DEG  BURN  LOWER  LEG 

94541 

DEEP  3RD  DEG  BURN  TOE 

9478 

BURN  INTERNAL  ORGAN  NEC 

94515 

1ST  DEG  BURN  KNEE 

94542 

DEEP  3RD  DEG  BURN  FOOT 

9479 

BURN  INTERNAL  ORGAN  NOS 

SOURCE:  ProPAC  analysis. 
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INPATIENT  HOSPITAL  DIAGNOSTIC  AND  PROCEDURAL  CODING 
FOR  MEDICARE  PAYMENT 

Introduction  National  Center  for  Health  Statistics  (NCHS) 


Adoption  of  the  Medicare  PPS  payment  sys- 
tem has  focused  great  attention  on  diagnostic  and 
procedural  coding  in  the  hospital  inpatient  setting. 
This  overview  seeks  to  provide  a  better  under- 
standing of  the  coding  process  and  its  significance, 
as  well  as  greater  realization  of  the  complexities 
of  the  code  assignment  process  for  Medicare  pay- 
ment in  the  PPS  system. 

The  International  Classification  of  Diseases  was 
most  recently  revised,  for  use  clinically,  in  1978. 
The  clinical  modification,  ICD-9-CM,  is  currently 
used  in  all  U.S.  acute  hospitals  and  is  required 
by  Medicare  for  coding  of  both  inpatient  diag- 
noses and  procedures.  Responsibility  for  the  main- 
tenance of  Volumes  1  and  2  (tabular  list  and  in- 
dex) resides  in  the  National  Center  for  Health 
Statistics  (NCHS);  it  shares  with  HCFA  the 
responsibility  for  maintaining  Volume  3  (the  pro- 
cedure classification). 

In  1983,  HCFA  began  requiring  hospitals  to  use 
ICD-9-CM  to  submit  coded  data  to  the  agency. 
Since  its  initial  printing  there  have  been  three  sets 
of  comprehensive  errata  (the  third  errata  released 
in  1983  has  not  yet  been  adopted  by  HCFA  for 
use  in  coding  for  Medicare  claims).  The  errata 
were  issued  to  correct  several  errors  in  earlier 
printing  such  as:  new  procedures  and  technologies 
needed  code  assignments;  in  addition,  a  few 
changes  were  required  in  Volume  1  to  account  for 
the  assignment  of  new  diseases  to  an  existing  code 
(i.e.,  toxic  shock  syndrome)  or  updates  and  clarifi- 
cations related  to  current  codes.  Further,  several 
clerical  errors  needed  correction. 

Participants  in  Coding  Decisions 

Currently  there  are  four  groups  primarily  in- 
volved in  coding  decision-making.  They  are  the 
National  Center  for  Health  Statistics  (NCHS),  the 
American  Hospital  Association  (AHA),  the  Amer- 
ican Medical  Record  Association  (AMRA),  and 
the  Health  Care  Financing  Administration 
(HCFA).  A  discussion  of  each  group's  specific  in- 
volvement with  ICD-9-CM  coding  follows: 


NCHS  houses  the  World  Health  Organization's 
(WHO)  Center  for  Classification  of  Diseases  for 
North  America  and  has  the  responsibility  for  ap- 
proving ICD  and  ICD-9-CM  interpretations, 
modifications,  addenda,  and  errata  in  the  U.S. 
NCHS  has  the  final  say  involving  interpretation 
of  codes  and  additional  assignments  for  existing 
codes.  During  the  summer  of  1985  a  new  com- 
mittee was  established  by  NCHS  and  HCFA  to 
provide  for  revisions  and  modifications  to  ICD- 
9-CM,  with  emphasis  upon  Volume  3,  Proce- 
dures. The  announcement  of  the  committee  for- 
mation was  published  in  the  Federal  Register  on 
August  16,  1985.  The  Committee,  co-chaired  by 
NCHS  and  HCFA,  is  scheduled  to  meet  quarterly. 
Its  composition  is  strictly  federal  and  includes  rep- 
resentatives from  HCFA,  NCHS,  the  Veteran's 
Administration,  and  the  Department  of  Defense. 

The  main  functions  of  the  Committee  include: 
1)  consideration  of  errata  and/or  addenda  as  well 
as  other  modifications  of  the  ICD-9-CM  to  reflect 
new  procedures  and  technologies  and  newly  iden- 
tified diseases  and  coding  problems;  and  2)  pro- 
motion of  the  use  of  federal  and  non-federal 
educational  programs  and  other  communication 
techniques  to  standardize  coding  applications  and 
to  upgrade  the  quality  of  coded  data.  The  Com-  li 
mittee  plans  to  review  and  research  topics  pre-  J 
sen  ted.  Final  decisions  will  be  made  by  senior  staff 
of  NCHS  and  HCFA  and  then  published  in  the 
Federal  Register. 

NCHS  is  also  responsible  for  approval  of  all 
code  interpretations  and  assignments  by  the  AHA 
Central  Coding  Office  on  ICD-9-CM  prior  to  dis-  l 
semination.  Most  of  this  process  is  done  via  tele- 
phone. Currently,  NCHS  does  not  prepare  any 
educational  materials  and  depends  upon  private 
groups  such  as  AMRA  to  do  this.  However,  con- 
tinuous maintenance  of  the  ICD-9-CM  is  the 
responsibility  of  the  federal  government. 

The  U.S.  National  Committee  on  Vital  and 
Health  Statistics  is  an  advisory  committee  to  the 
Secretary  of  HHS  on  health  related  statistics  and 
matters.  It  has  several  subcommittees  including 
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the  Subcommittee  on  Disease  Classification, 
which  reviews  matters  related  to  ICD-10.  The 
committee  also  revises  the  Uniform  Hospital  Dis- 
charge Data  Set  (UHDDS);  the  latest  revision  was 
effective  January  1,  1986. 

American  Hospital  Association  (AHA)  Central 
Office  on  ICD-9-CM 

The  AHA  Central  Office  on  Coding  was  estab- 
lished in  the  mid-sixties  and  contracts  with  NCHS 
to  function  as  the  clearinghouse  for  ICD(-9-CM) 
coding  questions.  A  recent  effort  by  AHA  to  edu- 
cate coders  is  the  year-old  publication,  CODING 
CLINIC  (CC).  This  newsletter  is  published  on  a 
bi-monthly  basis  and  contains  current  advice  on 
code  assignment  for  new  diagnoses,  technologies 
or  procedures  as  well  as  interpretation  of  exist- 
ing codes  and  guidelines.  The  Coding  Clinic  advi- 
sory panel  includes  representatives  from  both  the 
public  and  private  sector,  and  provides  guidance 
on  publication  content.  Prior  to  publication  the 
four  cooperating  parties  -  NCHS,  HCFA,  AHA 
and  AMRA  -  must  be  in  full  agreement  on  any 
given  question  or  issue. 

American  Medical  Record  Association 
(AMRA) 

AMRA  provides  support  in  the  coding  arena. 
AMRA's  primary  mission  is  education  of  its  mem- 
bership. AMRA  has  presented  various  coding 
seminars  and  has  printed  a  definitive  coding  man- 
ual for  entry-level  coders.  The  JOURNAL  OF 
THE  AMERICAN  MEDICAL  RECORD  ASSO- 
CIATION (JAMRA)  is  the  vehicle  agreed  upon 
by  NCHS  for  the  printing  of  all  errata  to 
ICD-9-CM. 

Health  Care  Financing  Administration  (HCFA) 

With  the  advent  of  PPS,  UB-82,  and  PROs, 
HCFA  has  assumed  a  very  active  role  in  the  areas 
of  data  collection  and  data  quality.  HCFA  is  ac- 
tively involved  in  coding  decisions  that  affect  the 
Medicare  program.  As  indicated,  HCFA  joined 
with  NCHS  to  design  and  implement  the  ICD-9- 
CM  Coordination  and  Maintenance  Committee. 
HCFA  oversees  Grouper  issues  through  a  contract 
with  Health  Systems  International  (HSI)  to  pro- 
duce official  Grouper  modifications.  HCFA  also 


developed  and  implemented  the  Medicare  Code 
Editor  for  fiscal  intermediaries'  (FIs)  use  in  edit- 
ing claims  data. 

Coding  Assignment /Interpretation  Process 

The  current  procedure  for  either  updating  cur- 
rent codes  or  assigning  new  codes  involves  a  tele- 
phone request  or  a  letter  to  AHA's  Central  Of- 
fice on  ICD-9-CM.  That  office's  director  re- 
searches the  issue,  makes  the  initial  decision,  and 
then  must  obtain  the  approval  of  NCHS  and 
HCFA  prior  to  dissemination. 

The  procedure  for  interpretation  of  all  three 
volumes  of  ICD-9-CM  is  approximately  the  same. 
A  person  needing  coding  advice  must  call  or  write 
the  Central  Office  on  Coding  and  await  a  re- 
sponse. The  time  requirement  for  such  responses 
varies  considerably. 

Coding  for  Medicare  Claims 

All  inpatient  and  outpatient  hospital  bills  must 
be  sent  to  the  fiscal  intermediary  on  HCFA  form 
1450  (UB-82).  UB-82  was  developed  by  the  Na- 
tional Uniform  Billing  Committee  and  was 
adopted  for  use  in  1982.  The  form  was  designed 
to  be  useful  not  only  for  government  programs 
but  for  private  insurors  as  well.  The  ninety-six 
(96)  data  elements  include  spaces  for  principal 
diagnosis,  four  additional  diagnoses,  principal 
procedure,  and  two  additional  significant  proce- 
dures. As  of  April  1,  1985  hospitals  must  also  pro- 
vide an  admitting  diagnosis  code.  All  codes  must 
be  in  ICD-9-CM  using  only  errata /supplements 
approved  by  HCFA  in  connection  with  the  Medi- 
care program. 

After  the  bill  is  completed  it  is  forwarded  to 
the  fiscal  intermediary  (FI)  for  editing  and  ap- 
proval for  payment.  It  is  also  at  this  time  that 
PRO  review  takes  place,  if  required.  The  editing 
process  involves  matching  the  bill  against  the 
Medicare  Code  Editor  (MCE)  to  see  if  there  are 
any  coding  problems.  The  MCE  is  a  system  of 
edits  developed  by  HCFA  to  detect  incorrect  bill- 
ing data.  After  the  editing  is  completed  DRG  as- 
signment is  made. 

The  Medicare  Code  Editor  was  designed  to 
identify  and  eliminate  coding  problems  including 
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those  with  sex-specific  diagnoses,  non-specific 
diagnoses,  invalid  codes,  codes  unacceptable  as 
principal  diagnoses  and  non-specific  operating 
room  procedures.  The  MCE  can  be  used  at  the 
hospital  level  since  most  DRG  software  incor- 
porates the  edits  into  its  programs.  The  edits, 
however,  must  be  performed  at  the  FI  level. 

As  an  example  of  the  complexity  of  coding  de- 
cisions, ProPAC  noted  the  edit  that  seeks  to  de- 
termine whether  a  biopsy  performed  in  the  hos- 
pital was  open  (a  body  cavity  entered  surgically) 
or  closed  (via  percutaneous  or  endoscopic  routes). 
ICD-9-CM  does  not  differentiate  in  all  cases  as 
to  whether  the  biopsy  was  performed  surgically 
or  otherwise.  HCFA  has  made  an  arbitrary  deci- 
sion to  assign  certain  codes  for  open  biopsies  and 
certain  codes  for  closed  biopsies.  These  changes 
were  made  independent  of  NCHS  and  AHA  and 
did  not  conform  to  standard  coding  practices.  If 
an  open  biopsy  code  appears  in  any  of  the  three 
spaces  for  procedures  the  hospital  must  send  an 
operating  room  report  to  the  intermediary  which 
validates  the  procedure.  This  edit  procedure, 
which  alters  what  is  reported  to  HCFA,  does  not 
follow  conventional  coding  guidelines. 

HCFA  has  made  other  administrative  changes 
due  to  problems  with  the  ICD-9-CM  coding  sys- 
tem. For  example,  PTC  A  was  assigned  code  36.0, 
Removal  of  Coronary  Artery  Obstruction.  From 
a  classification  standpoint,  it  fits  very  well  with 
other  angioplasties;  from  a  DRG  standpoint,  how- 
ever, it  is  unlike  other  procedures  grouped  into 
the  DRG  with  respect  to  resource  use.  The  pro- 
posed new  Grouper  regulations,  which  are  con- 
sistent with  ProPAC  recommendations,  propose 
to  place  code  36.0  in  a  DRG  more  similar  in  re- 
source consumption. 
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DESCRIPTION  OF  FIVE  ALTERNATIVE  PATIENT 
CLASSIFICATION  SYSTEMS 


Introduction 

Since  the  development  of  the  DRGs  and  the  im- 
plementation of  PPS  several  alternative  patient 
classification  systems  have  emerged.  These  sys- 
tems vary  by  type  and  number  of  independent  and 
dependent  variables  used  to  cluster  patients,  the 
objectives  for  which  they  were  developed,  and 
their  stage  of  development.21 

Williams  ef  al.  (1984)  differentiate  case  mix 
measures  by  the  nature  of  the  methods  used  to 
create  them.  Some  case-mix  measures  use  clini 
cal  dimensions  to  define  groups  of  similar  patients 
and  then  apply  statistical  methods  to  evaluate  the 
results.  Examples  of  this  method  include  staging 
and  the  patient  severity  of  illness  index.  The  DRG 
system  uses  both  statistical  methods  and  clinical 
judgments  to  define  groups  of  similar  patients. 
The  severity  of  illness  index  is  generic  in  that  it 
can  be  applied  to  other  systems  to  subdivide  cat- 
egories. Some  systems  were  designed  for  appli- 
cation upon  patient  admission  (APACHE  II; 
MEDISGRPS),  others  for  application  upon  dis- 
charge (patient  management  categories;  staging). 

What  follows  are  brief  synopses  of  the  major 
characteristics  of  five  alternative  classification  sys- 
tems. Taken  together  they  reflect  a  number  of 
trends  in  the  development  of  classification  systems 
since  the  implementation  of  DRGs:  1)  the  use  of 
more  objective,  clinical  data  in  group  formation, 
2)  expanding  data  bases  for  system  testing  and 
iterative  revision,  3)  consideration  of  (ICD-9-CM) 
coding  system  guidelines,  4)  utilization  of  multi- 
ple diagnoses  to  describe  conditions,  5)  attempts 
to  differentiate  resource  utilization  from  clinical 
characteristics  for  grouping  purposes,  and  6)  at- 
tempts to  combine  systems  with  the  DRGs  to 
reduce  variation  within  groups  and  achieve  more 
equitable  payment. 

APACHE  II  (Acute  Physiology  and 
Chronic  Health  Evaluation) 

The  APACHE  II  system  was  originally  designed 
for  application  to  ICU  patients.  Research  has 

"A  bibliography  follows  the  synopses. 


demonstrated  that  the  system  can  be  used  to 
predict  hospital  survival  and  therapeutic  effort. 
An  underlying  philosophy  of  the  system  is  that 
one  unifying  characteristic  of  ICU  patients  is  their 
acute  level  of  illness  severity. 

The  APACHE  II  system  (a  revised  version  of 
the  original  APACHE  system)  consists  of  phys- 
iological measurements  obtained  upon  patient  ad- 
mission to  the  ICU.  Because  the  system  is  based 
upon  objective  physiological  measurements,  its 
applicability  is  independent  of  therapy. 

The  current  system  utilizes  a  patient  score  based 
on  admission  values  of  twelve  (12)  routine  phys- 
iological measurements,  age,  and  previous  health 
status  in  order  to  provide  a  general  measure  of 
severity.  A  variation  of  the  nominal  group  proc- 
ess was  used  by  ICU  physicians  to  identify  the 
variables  and  the  method  for  weighting  them. 

The  acute  physiology  score  (APS)  is  comprised 
of  the  sum  of  the  weights  of  the  12  admission 
measurement  variables.  The  variables  are:  tem- 
perature, mean  arterial  pressure,  heart  rate,  res- 
piratory rate,  oxygenation,  arterial  ph,  serum  so- 
dium, serum  potassium,  serum  creatinine, 
hematacrit,  white  blood  count,  and  glasgow  coma 
score.  All  12  values  underlie  grouping. 

A  weighting  system  of  0  to  4  is  used  for  each 
of  the  variables.  A  weighting  system  also  assigns 
points  on  the  basis  of  the  patient's  age  (for  exam- 
ple, no  points  are  added  if  the  patient  is  44  years 
old  or  less  but  6  points  are  added  if  the  patient 
is  age  75  or  greater).  Additional  points  are  also 
added  if  the  patient  has  a  history  of  severe  organ 
system  insufficiency  (5  points)  or  is  immuno- 
compromised (2  points).  Therefore,  the  APACHE 
II  score  is  the  sum  of  the  APS,  age  points,  and 
chronic  health  points. 

The  system  has  been  used  successfully  to  strat- 
ify acutely  ill  patients  by  risk  of  death.  The  propo- 
nents of  the  system  emphasize,  however,  that  the 
main  use  of  the  system  is  to  describe  prognosis 
for  groups  of  patients  and  not  individuals.  Addi- 
tional studies  testing  APACHE  for  inclusion  in  a 
payment  system  are  planned. 
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Disease  Staging 

The  Disease  Staging  system,  developed  and  re- 
fined over  a  ten  year  period  by  SysteMetrics,  em- 
bodies four  major  elements:  1)  a  definition  of 
severity  as  the  likelihood  of  death  or  residual  im- 
pairment as  the  result  of  a  disease,  without  con- 
sideration of  treatment;  2)  a  definition  of  disease 
as  a  process  of  disruption  in  the  normal  homeosta- 
sis of  psychological  and  physiological  systems;  3) 
a  distinction  between  disease  and  health  problems, 
and  conditions  for  the  purposes  of  classification; 
and  4)  a  diagnosis  encompassing  four  elements  in 
order  to  define  a  disease:  location  of  the  prob- 
lem, manifestations  of  the  medical  problem,  cause 
of  the  problem,  and  severity  of  the  problem. 

Staging  is  viewed  as  an  approach  to  measur- 
ing disease  severity.  Criteria  have  been  developed 
for  both  manual  application  to  medical  records 
and  automated  application  to  computerized  hos- 
pital discharge  abstract  data.  In  staging,  diseases 
are  generically  divided  into  categories  of  increas- 
ing levels  of  severity.  The  system  does  not  depend 
upon  actual  utilization  patterns  or  on  expected  re- 
sponse to  therapy,  but  is  based  on  a  conceptual 
model  of  the  disease  process  itself. 

To  create  the  system  an  analysis  was  performed 
of  the  diagnosis  frequency  distribution  of  387,000 
hospital  discharge  abstracts;  coding  manuals  were 
also  reviewed.  This  process  resulted  in  identifi- 
cation of  400  conditions.  Physician  consultants 
participated  in  the  actual  development  of  the  stag- 
ing criteria.  Every  condition  was  divided  into  at 
least  4  primary  stage  categories  and  as  many  sub- 
stages  as  was  considered  appropriate.  The  devel- 
opment process  was  thus  largely  medically  ori- 
ented, emanted  from  an  iterative  process,  and 
considered  reflected  coding  nuances  in  the  devel- 
opment of  the  automated  system. 

Each  substage  places  the  patient  at  a  signifi- 
cantly higher  risk  of  morbidity  and/or  mortality 
than  the  previous  substage.  The  system  reflects 
the  progression  of  disease  into  discrete  stages  that 
can  be  defined  and  detected  clinically,  that  reflect 
the  severity  of  the  disease,  and  that  have  clinical 
significance  for  prognosis  and  the  choice  of  treat- 
ment modality.  The  system  considers  single  dis- 
ease entities,  not  complications  arising  from  a 
simultaneous,  unrelated  condition,  or  the  patient's 


age.  The  four  major  stages  of  increasing  levels  of 
severity  are: 

1 .  diagnosis  is  certain  and  no  complications  are 
present,  either  local  or  systemic; 

2.  disease  process  is  limited  to  an  organ  or  sys- 
tem, with  a  significantly  increased  risk  of 
complications; 

3.  multiple  site  involvement;  generalized  sys- 
temic involvement;  poor  prognosis;  and 

4.  death. 

Each  staging  criteria  set  consists  of  the  medi- 
cal definition  of  each  stage  and  substage,  alter- 
native descriptions  or  synonyms  for  the  condi- 
tions, complications  and  manifestations,  and 
objective  evidence  that  can  be  used  to  validate  the 
presence  of  each  complication  or  condition. 

The  automated  staging  criteria  have  been  estab- 
lished so  that  a  patient  record  can  always  be 
staged  in  at  least  one  disease  category  (and  often 
can  be  staged  in  many).  For  stage  assignment  the 
software  searches  all  diagnosis  codes,  sex  ,  and 
discharge  status,  and  occasionally  procedure. 

The  software  logic  is  such  that  the  coded  stag- 
ing criteria  "knows"  which  diagnosis  and  proce- 
dures a  patient  record  must  have  to  qualify  for 
a  particular  stage  of  a  given  disease  category. 
Since  the  logic  of  the  staging  criteria  is  embed- 
ded in  the  software,  the  staging  software  is  able 
to  consider  the  relationships  between  combina- 
tions of  input  codes,  rather  than  look  at  each  code 
in  isolation.  These  relationships  were  designed 
into  the  software  and  ICD  codes  identified  to  de- 
scribe them.  Some  catch-all  coded  criteria  have 
been  developed  for  particular  organs  or  body  sys- 
tems to  handle  residual  cases. 

The  software  logic  imposes  an  ordering  on  the 
diagnostic  codes.  The  staging  algorithm  scans  all 
coded  diagnoses  and  uses  the  relationships  among 
the  codes  to  identify  the  underlying  condition  of 
highest  severity.  The  highest  stage  match  is  as- 
signed to  the  patient  except  in  case  of  death  when 
the  patient  is  always  assigned  to  stage  four.  The 
literature  describes  the  automated  staging  al- 
gorithm in  detail.  A  revised  version  of  the  stag- 
ing criteria  was  recently  released.  Refinements  to 
the  system  include: 

9  modifications  to  the  clinical  criteria, 
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•  creation  of  clinical  criteria  for  "catch-all"  cat- 
egories, 

•  correction  of  individual  codes  and  combina- 
tions of  codes  within  criteria  sets. 

Medical  Illness  Severity  Grouping 
System  (MEDISGRPS) 

The  Medical  Illness  Severity  Grouping  System 
(MEDISGRPS)  uses  objective  clinical  findings 
present  upon  patient  admission  to  classify  patients 
into  severity  groups  reflecting  the  probability  of 
organ  failure.  The  groups  are  reported  to  be 
homogeneous  in  that  they  reflect  statistically  sig- 
nificant differences  in  mortality  and  morbidity 
rates,  as  well  as  in  average  hospital  charges. 

Originally  designed  for  use  in  hospital  quality 
and  cost  control,  the  original  data  base  consisted 
of  16,000  patient  admitted  between  10/1/82  and 
6/30/83  at  Saint  Vincent's  Hospital  in  Worces- 
ter, Massachusetts,  a  578  bed  teaching  hospital. 
Admissions  are  classified  into  groups  (severity  is 
assigned)  within  three  days  of  admission.  (The 
three  day  period  is  a  result  of  the  observed  lag 
time  in  medical  record  documentation  for  the  vari- 
ables need  for  grouping).  Severity  is  reassessed 
on  the  10th  hospital  day  or  the  6th  postoperative 
day  and  compared  with  admission  severity.  By 
measuring  changes  in  severity  during  hospitali- 
zation the  results  of  care  provided  are  monitored. 

The  patient's  physiological  status,  as  reflected 
by  key  clinical  findings  (KCFs)  at  admission,  un- 
derlies the  grouping  of  patients.  KCFs  are  objec- 
tive indicators  of  an  abnormal  situation.  Each 
KCF  is  assigned  to  a  severity  group.  Patients  are 
placed  into  one  of  five  severity  groups  within  1 
of  67  reasons  for  admission.  "Reasons  for  admis- 
sion" is  used  as  a  clinically  meaningful  way  to 
group  patients;  however,  the  KCFs  are  the  only 
factor  used  to  determine  severity  group  assign- 
ment. (Examples  of  reasons  for  admission  include: 
elective  surgery,  pregnancy  and  labor,  newborns, 
abdominal  pain,  shortness  of  breath  and  chest 
pain.)  Patients  are  grouped  as  follows: 

0 — no  findings  (no  KCFs  occur) 

1  minimal  findings  (low  potential  for  organ 
failure) 

2 — severe  or  acute  findings  (high  potential  for 
organ  failure  but  not  imminent) 


3—  severe  and  acute  findings  (high  potential  for 
organ  failure  and  a  short  time  course) 

4 —  critical  findings  (organ  failure  is  present) 

Patients  are  assigned  to  the  highest  group  for 
which  a  KCF  is  present.  If  the  record  has  several 
values  for  a  given  KCF,  the  most  abnormal  value 
is  used.  Five  hundred  (500)  KCFs  have  been  de- 
veloped for  all  patients  except  psychiatric,  based 
upon  laboratory,  radiology,  and  pathology  test 
results  as  well  as  physical  examination  findings. 

The  system  does  not  use  diagnoses  to  group  pa- 
tients. Because  severity  is  assigned  at  admission, 
this  system  may  overcome  the  problems  associ- 
ated with  assigning  severity  distinctions  during 
the  patient's  stay  or  upon  discharge.  The  influ- 
ence of  severity  due  to  occurences  during  the  hos- 
pitalization is  likely  to  be  eliminated. 

KCFs  were  developed  after  observing  house 
officers  at  morning  rounds  when  information  is 
relayed  regarding  patients'  status.  After  initial 
aggregation  of  KCFs  into  severity  groups,  Saint 
Vincent  physicians  (specialists  and  generalists) 
validated  and  refined  the  initial  groups.  The  sys- 
tem's development  is  reported  to  be  largely  iter- 
ative (i.e.,  clinical  opinion  was  used  to  refine  the 
groupings  over  time).  The  system,  while  requir- 
ing a  record  review,  has  been  automated  to  per- 
mit on-line  data  entry  and  assignment  of  severity 
using  data  abstracted  from  the  medical  record. 

Patient  Management  Categories 

Patient  Management  Categories  (PMCs),  deve- 
loped by  Blue  Cross  of  Western  Pennsylvania  un- 
der a  HCFA  grant,  used  an  original  data  base  from 
90  Western  Pennsylvania  hospitals  (approximate- 
ly 800,000  cases  from  fiscal  years  1981,  1982, 
1983).  In  further  testing,  additional  data  was  used 
from  55  Maryland  hospitals  (624,335  cases  from 
fiscal  year  1983).  The  results  include:  1)  a  patient 
classification  system  consisting  of  800  PMCs;  2) 
patient  management  paths  that  specify  "types  and 
quantities  of  services  required  to  effectively 
manage  typical  patients  in  the  categories";  and  3) 
a  relative  cost  weight  for  each  PMC  (using  hospi- 
tal cost  data). 

The  PMCs  were  developed  to  differentiate  clin- 
ically distinct  case  types  that  should  be  managed 
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similarly,  as  well  as  to  identify  and  incorporate 
severity  distinctions  among  patient  types;  the  lat- 
ter goal  was  directed  toward  reflecting  expected 
differences  in  patient  management  and  hospital 
resource  requirements.  The  groups  were  designed 
to  be  clinically  homogeneous.  The  system  itself 
was  intended  to  be  independent  from  actual  uti- 
lization patterns;  characteristics  of  patients'  illness 
and /or  the  clinical  manifestations  of  a  specific  dis- 
ease form  its  basis. 

Panels  of  physicians  from  Western  Pennsyl- 
vania developed  the  PMCs.  Each  category  was 
designed  to  be  clinically  specific  enough  to  enable 
physicians  to  infer  similar  clinical  management 
for  all  patients  assigned  to  the  category.  These  cat- 
egories were  then  matched  to  appropriate  ICD- 
9-CM  codes  to  permit  automation.  A  two  part 
computerized  selection  process  assigns  patients  to 
one  or  more  appropriate  disease  groups.  (Assign- 
ment to  more  than  one  PMC  can  occur  with  in- 
stances of  comorbidity.) 

A  hierarchy  of  codes  facilitates  the  incorpora- 
tion of  levels  of  severity  within  the  categories 
themselves.  (Severity  relates  to  the  increased  prob- 
ability of  death  or  disability  and/or  more  com- 
plicated management.)  Category  assignment  is  not 
affected  by  the  sequence  of  diagnoses.  To  the  ex- 
tent that  this  is  accomplished  and  is  desirable, 
PMCs  may  address  the  often  cited  shortcoming 
of  the  DRGs,  that  is,  their  lack  of  ability  to  dis- 
tinguish severity  and  comorbidity. 

For  data  the  system  relies  upon  patient  dis- 
charge information.  While  information  assign- 
ment is  based  mostly  on  diagnoses  codes,  age  and 
sex  are  utilized  in  several  categories  for  assign- 
ment decisions;  in  other  categories,  treatment 
(procedure)  codes  are  used  to  categorize  patients. 

To  automate  the  system,  physicians  built  a  hi- 
erarchy of  categories  into  the  classification  soft- 
ware. Disease  or  disorder  groups  form  a  distinct 
set  of  programming  instructions  (called  a  mod- 
ule) within  that  software.  Two  other  modules, 
"supplementary  category"  and  "surgical  compli- 
cation" are  included;  there  is  also  one  default  cat- 
egory, "ambulatory /nonspecific  diagnoses."  The 
supplementary  category  refers  to  occasions  where 
there  were  legitimate  reasons  for  admission  but 
the  etiology  of  the  disease  could  not  be  determined 


(i.e.  chest  or  stomach  pain;  septicemia).  The  am- 
bulatory/non-specific category  is  a  catch-all  cat- 
egory, used  when  the  diagnosis  does  not  fall  into 
any  other  category. 

Severity  of  Illness  Index 

Susan  Horn  of  Johns  Hopkins  University,  as- 
sisted by  a  panel  of  physicians  and  nurses,  devel- 
oped a  generic  severity  of  illness  index  requiring 
review  of  the  entire  patient  medical  record.  An 
automated  version  of  the  index  is  expected  to  be 
released  in  summer  1986. 

Seven  individual  dimensions  are  used  to  com- 
pile the  overall  manual  severity  score.  The  spe- 
cific dimensions  are: 

•  stage  of  principal  diagnosis; 

•  complications  that  developed  during  the  hos- 
pital stay  due  to  the  principal  diagnosis  or 
as  a  direct  result  of  therapy; 

•  concurrent  interacting  conditions  affecting 
the  hospital  stay; 

•  dependency  on  hospital  staff  and  facilities; 

•  diagnostic  and  therapeutic  procedures  per- 
formed outside  the  operating  room  (extent 
of  non-operating  room  life  support  pro- 
cedures); 

•  rate  of  response  to  therapy  or  rate  of  re- 
covery; 

•  impairment  remaining  after  therapy  for  the 
acute  aspect  of  hospitalization. 

Raters  score  each  of  these  seven  dimensions  in 
1  of  4  levels  of  increasing  severity. 

The  index  was  designed  to  produce  groups  that 
were  homogeneous  with  respect  to  burden  of  ill- 
ness. The  quality  of  care  received  by  the  patient 
is  not  explicitly  considered;  thus  no  distinction  is 
made  between  increased  severity  due  to  less  than 
optimal  care  or  hospital  induced  complications. 
Patients  are  placed  into  higher  severity  levels 
whether  they  enter  the  hospital  more  severely  ill 
or  whether  they  become  more  severely  ill  while 
hospitalized. 

The  automated  system  will  require  the  addition 
of  a  sixth  digit  to  the  ICD-9-CM  diagnosis  codes 
in  order  to  describe  the  severity  of  illness  for  each 
disease.  The  automated  system  will  also  necessi- 
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tate  the  collection  of  an  indicator  of  the  patient's 
rate  of  response  to  therapy.  Finally,  data  elements, 
such  as  physical  signs  and  symptoms  and  labora- 
tory and  radiology  data,  are  being  defined  for 
each  disease  in  order  to  quantify  levels  of  sever- 
ity and  allow  a  severity  of  index  level  to  be  de- 
fined for  each  disease  coded. 

The  conceptualization  behind  the  computerized 
severity  index  is  the  quantification  of  a  patient's 
total  burden  of  illness  expressed  as  a  combination 
of: 

•  the  clinical  problem:  the  principal  diagnosis 
that  brought  the  patient  into  the  hospital, 
with  the  sixth  digit  reflecting  the  severity  of 
the  principal  diagnosis; 

•  the  clinical  context/environment:  the  com- 
plications and/or  comorbidities  the  patient 
experiences  during  the  hospitalization,  with 
the  sixth  digit  coded  for  each  secondary  diag- 
nosis reflecting  its  severity;  and,  if  desired, 

•  the  individual  response;  the  patient's  individ- 
udal  response  to  the  illness. 
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INTRODUCTION 

The  first  two  technical  appendixes  group  ma- 
terial according  to  the  major  legislatively  man- 
dated ProPAC  activities:  recommendation  of  an 
update  factor  and  improvements  in  the  DRG  clas- 
sification system. 

The  purpose  of  this  third  appendix  is  to  present 
important  background  material  concerning  two 
subjects  the  Commission  came  to  view  as  "cross- 
cutting"  the  entire  spectrum  of  mandated  activ- 
ity. The  remainder  of  the  section  comprises  mate- 
rials dealing  with  quality  of  care  issues  under  PPS. 
The  materials  begin  with  the  summary  of  a  Pro- 
PAC commissioned  study  analyzing  beneficiary 
perceptions  of  quality  of  care  as  contained  in  some 
of  their  letters  to  beneficiary  rights  organizations, 


as  well  as  in  media  reports.  The  section  then  pre- 
sents information  regarding  professional  society 
studies  of  quality  of  care,  and  ProPAC's  review 
of  data  bases  related  to  quality  of  care  research. 

In  addition,  there  is  a  description  of  two  mech- 
anisms— Peer  Review  Organizations  and  the  ben- 
eficiary appeals  process — that  are  intended  to 
serve,  albeit  in  different  ways,  as  quality  of  care 
monitors. 

Another  of  these  cross-cutting  issues,  the  tran- 
sition to  national  urban  and  rural  payment 
amounts,  is  addressed  by  the  last  section's,  which 
contains  the  analytical  basis  for  the  Commission's 
recommendation  of  a  transition  pause. 


QUALITY  OF  CARE  UNDER  PPS:  PERCEPTIONS,  QUALITY 
OF  CARE  DATA,  AND  QUALITY  ASSURANCE  MECHANISMS 

BENEFICIARY  AND  PROFESSIONAL  PERCEPTIONS 
OF  PPS  QUALITY  OF  CARE 


Background  Research  on  the 
Perceived  Effects  of  Medicare 
PPS  on  Quality  of  Care1 

Overview 

Introduction.— Since  the  first  day  that  Medi- 
care's prospective  payment  system  (PPS)  was  in 
operation,  concerns  about  maintaining  the  qual- 
ity of  care  provided  to  beneficiaries  have  been 
voiced  by  many  disparate  groups.  Advocacy 
groups  for  beneficiary  rights  like  the  American 
Association  of  Retired  Persons  (AARP)  and  the 

'This  section  contains  the  Executive  Summary  of  a  study  by  Kath- 
leen A.  Calore,  M.A.  and  Helene  T.  Hewes,  B.S.,  Health  Economics 
Research  Inc.,  Needham,  Massachusetts  for  the  Prospective  Pay- 
ment Assessment  Commission  under  contract  number  T-31415512. 


Gray  Panthers,  have  been  joined  by  the  Amer- 
ican Medical  Association,  the  American  Hospi- 
tal Association,  and  the  American  Nurses'  Asso- 
ciation among  others  in  supporting  the  need  to 
monitor  the  effects  of  the  new  payment  system 
on  the  quality  of  patient  care.  The  House  of  Rep- 
resentatives and  Senate  Committee  on  Aging  have 
heard  testimony  from  providers  and  beneficiaries 
that  there  have  been  a  number  of  incidents  of  poor 
quality  care  related  to  PPS  incentives. 

These  activities  have  generated  a  number  of  re- 
ports in  the  media  which  have  raised  the  public's 
consciousness  about  the  potential  for  poor  qual- 
ity because  of  the  incentives  inherent  in  a  per-case 
payment  system.  The  following  discussion  is 
based  on  a  review  of  the  kinds  of  issues  raised  in 
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these  incidents  without  attempting  to  determine 
the  Tightness  or  wrongness  of  the  incidents  them- 
selves. Rather  than  a  study  of  the  actual  effects 
of  PPS  on  quality,  its  focus  is  the  perceptions  con- 
cerning PPS  effects  on  quality. 

Policy  Perspective. — It  is  not  difficult  to  iden- 
tify the  incentives  within  the  PPS  system  that 
might  alter  the  perceptions  about  quality  of  care. 
PPS  encourages  hospitals  to  limit  the  length  of 
stay;  in  addition  hospitals  are  also  rewarded  if 
they: 

•  limit  the  services  provided  during  the  stay; 

•  encourage  efficiency  in  providing  services; 

•  encourage  alternative  providers  including 
home  health  care,  long-term  care  and  ambu- 
latory surgery. 

Each  of  these  incentives  has  the  potential  to  seri- 
ously affect  quality  if  left  unchecked.  The  Peer 
Review  Organization  (PRO)  program  was  de- 
signed to  monitor  the  activity  of  hospitals  under 
prospective  payment  to  provide  just  such  a  check. 
Ironically  PROs  have  also  become  the  target  for 
much  of  the  beneficiary  dissatisfaction  with  Medi- 
care because  they  are  perceived  as  more  concerned 
with  limiting  utilization  rather  than  protecting 
quality. 

The  discrimination  in  access  to  care  tradition- 
ally faced  by  the  uninsured  may  become  an  ob- 
stacle for  the  severely  ill.  Will  hospitals  "dump" 
patients  who  are  unprofitable?  Are  Medicare  pa- 
tients underinsured  because  the  PPS  payments  are 
not  adequate  to  pay  for  care  of  the  very  sick  who 
will,  under  PPS  then  be  discharged  prematurely 
or  denied  admission?  The  perceptions  of  the  ben- 
eficiaries reflect  the  actions  taken  by  hospitals  in 
response  to  PPS.  Beneficiaries  perceive  that  their 
insurance  benefits  under  Medicare  have  been  re- 
duced and  that  more  of  the  burden  has  been 
shifted  to  them  and  their  families. 

Value  of  Perceptions. — The  problem  inherent 
with  an  evaluation  of  quality  is  that  it  is  a  con- 
cept that  lacks  a  clear  and  objective  definition  and 
one  that  may  be  more  apparent  in  its  absence  than 
its  presence.  Other  researchers  have  set  about  to 
evaluate  quality  of  care  under  PPS  by  a  careful 
and  extensive  evaluation  of  existing  process  and 


outcome  measures.  This  evaluation  of  perceptions 
however,  is  dependent  solely  on  the  stories  re- 
ported in  the  media  and  the  experience  of  benefi- 
ciaries in  their  own  words.  Although  we  cannot 
determine  whether  the  care  provided  was  appro- 
priate, we  can  identify  the  most  frequently  men- 
tioned perceptions  or  misperceptions  about  qual- 
ity of  care  under  the  new  regime. 

While  the  incidents  reported  in  the  media  rep- 
resent an  exceedingly  small  number  of  Medicare 
admissions,  they  have  tremendous  power  to  shape 
public  opinion  concerning  the  Medicare  program. 
The  inclusion  of  details  of  an  elderly  person's 
treatment  adds  a  necessary  human  element  to 
what  would  be  a  somewhat  dull  story  about  hos- 
pital reimbursement.  The  details  are  typically 
sketchy,  but  sufficient  to  generate  considerable 
concern  about  the  care  provided  to  Medicare  ben- 
eficiaries. In  comments  about  the  treatment  that 
PPS  had  received  in  the  media,  a  PRO  spokesper- 
son commented: 

PPS  was  uninteresting  news  initially.  No  one 
wanted  to  talk  to  us.  Reporting  the  hearings 
(Senate  Special  Committee  on  Aging)  made  it 
sensationalism. 

—A  PRO  Executive  Director 

The  most  significant  contribution  that  this  re- 
view offers  is  that  it  allows  policy-makers  the  op- 
portunity to  hear,  in  the  words  of  beneficiaries, 
how  Medicare  has  not  met  his  or  her  expectations 
concerning  health  care.  Further,  key  issues  iden- 
tified may  direct  the  activities  of  policy-makers 
to  improve  the  relationship  of  Medicare  by  in- 
creasing beneficiary  and  provider  understanding 
of  PPS  and  by  illustrating  to  HCFA  the  impacts 
on  beneficiaries. 

The  most  significant  limitation  of  the  approach 
is  the  negative  reporting  bias.  That  is,  the  find- 
ings do  not  represent  the  opinions  of  a  random 
sample  of  beneficiaries  but  rather  represent  the 
solicited  complaints  of  those  dissatisfied  with  their 
treatment.  Of  the  millions  of  hospital  admissions 
since  PPS  began,  the  collected  incidents  do  not 
represent  all  the  dissatisfied  beneficiaries,  they  are 
only  those  who  were  moved  to  complain  either 
to  the  press,  to  AARP,  or  to  the  PRO.  Although 
a  few  solicited  letters  praised  the  quality  of  care 
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the  beneficiary  had  received,  the  vast  majority 
were  highly  critical  of  the  system. 

Methodology 

Sources  of  Perceptions. — The  original  research 
design  called  for  a  review  of  quality  related  inci- 
dents reported  in  the  media  as  the  basis  of  a  dis- 
cussion of  areas  where  quality  may  be  most  af- 
fected by  PPS.  An  extensive  review  of  seven  major 
newspapers  for  the  period  January  1,  1984  through 
May  30,  1985  supplemented  by  articles  from  an 
automated  search  of  a  data  base  including  arti- 
cles from  the  major  news  services  and  weeklies 
surprisingly  yielded  few  incidents.2 

Hence  the  interviews  with  the  players  involved 
in  PPS  from  both  the  provider  and  regulatory 
communities  became  even  more  important.  The 
interviews  were  included  for  two  purposes:  first 
to  offer  the  views  of  providers  and  PROs  as  coun- 
terpoint to  those  of  beneficiaries.  Further,  in  or- 
der to  provide  some  larger  context  in  which  to 
evaluate  beneficiary  perceptions,  we  asked  hos- 
pital administrators,  PRO  Executive  Directors  and 
other  industry  spokespersons  about  the  incentives 
of  PPS  and  how  institutions  have  adapted  to 
them.  The  media  reports  and  the  interviews  iso- 
lated key  areas  of  concern  about  quality.  The  fol- 
lowing discussion  of  issues  is  based  on  cases  pre- 
sented in  the  media,  on  impressions  gained  from 
our  interviews  and  from  the  letters  from  benefi- 
ciaries. 

The  following  discussion  of  the  prevalent  atti- 
tudes about  PPS  is  based  on  three  sources:  a  re- 
view of  45  recent  newspaper  articles  containing 
incidents  related  to  the  prospective  payment  sys- 
tem, 70  letters  from  beneficiaries  solicited  by  the 
American  Association  of  Retired  Persons  as  well 
as  letters  to  selected  PROs,  and  25  interviews  with 
providers,  PRO  representatives,  and  consumer 
advocates. 

Who's  to  Blame?— The  methodology  applied 
here  does  not  allow  us  to  provide  the  answer  to 
this  question.  The  purpose  of  the  analysis  is  to 
present  the  viewpoint  of  those  most  directly  af- 
fected by  the  change  in  hospital  payment.  We  are 
only  able  to  present  a  discussion  of  the  facts  pre- 
sented, however  incomplete  they  may  be.  Hence, 

JThe  sources  follow  this  section. 


no  attempt  is  made  to  decide  the  merits  of  a  case 
or  to  assign  responsibility. 

As  one  might  expect,  no  provider  group  ac- 
cepted the  premise  that  quality  had  been  affected 
adversely,  although  many  expressed  fears  that 
hospitals  would  soon  be  cutting  to  the  bone  and 
the  quality  of  care  might  fall  victim  to  the  finan- 
cial constraints  Medicare  has  imposed. 

Beneficiaries  all  identified  Medicare,  or  the  PRO 
acting  for  Medicare,  as  the  culprit.  With  few  ex- 
ceptions, beneficiaries  did  not  place  blame  on  the 
hospital  for  its  actions.  And  perhaps  more  impor- 
tantly, physicians  were  absolved  of  responsibil- 
ity for  what  happened  to  the  patient.  Typically, 
the  patient  believes  that  his  or  her  doctor  provided 
high  quality  care  and  that  the  problem  stemmed 
from  pressures  from  Medicare. 

Generally,  patient  letters  did  not  identify  inci- 
dents of  poor  quality  of  care  provided  during  the 
hospital  stay  although  four  letters  identified  staff 
shortages  as  apparent.  Most  often,  the  incidents 
are  related  to  perceptions  of  inferior  quality  be- 
cause the  hospitalization  was  too  brief  rather  than 
because  of  what  occurred  during  the  hospital  stay. 

Major  Issues 

There  are  four  major  themes  that  continually 
surface  in  the  reported  incidents.  While  the  spe- 
cifics vary,  the  perceived  effects  on  quality  raise 
the  following  broadly  defined  policy  issues: 

(1)  Patients  are  being  discharged  quicker  and 
sicker. 

One  of  the  most  prevalent  issues  concerning 
PPS  is  the  implication  for  quality  resulting  from 
shortened  stays.  A  decline  in  the  number  of  days 
alone  does  not  necessarily  mean  that  quality  of 
care  has  declined.  Nor  are  all  the  reports  of  pre- 
mature discharge  alike.  The  most  frequent  com- 
plaints are  from  the  patients  who  were  sent  home 
before  they  felt  ready  to  leave  the  hospital,  al- 
though the  physician  agreed  to  send  them  home 
and  there  was  no  reported  negative  health  out- 
come. The  second  group  are  those  patients  re- 
leased without  home  support  or  nursing  home 
placement.  The  third  type  of  incident  is  that  where 
serious  complications  resulting  in  readmission  or 
death  result.  Fortunately,  the  latter  is  the  least  fre- 
quent type  of  complaint  we  found. 
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The  dramatic  decline  in  length  of  stay  supports 
the  notion  that  PPS  has  altered  the  product  pro- 
vided to  Medicare  beneficiaries  insofar  as  the  con- 
valescent component  of  the  typical  hospital  stay 
has  been  reduced.  The  frequency  of  complaints 
about  premature  discharge  is  a  result  of  the  clash 
between  the  expectations  of  the  elderly  concern- 
ing the  extent  of  benefits  under  Medicare  and  hos- 
pitals' management  under  PPS. 

(2)  Beneficiaries  and  providers  have  a  number 
of  misconceptions  about  Medicare  benefits 
and  about  PPS. 

A  review  of  the  incidents  reported  in  the  me- 
dia shows  there  are  a  number  of  myths  about  how 
the  system  works. 

Misconception  #1:  "Your  DRG  is  Up" 

The  majority  of  patients  who  complained  about 
the  quality  of  their  hospitalization  said  that  the 
hospital  representative  or  their  doctor  had  told 
them  that  the  number  of  days  "paid  for"  by  their 
DRG  had  expired  and  they  had  to  leave  the  hos- 
pital. Reportedly,  many  hospitals  have  adopted 
the  mean  as  the  maximum  number  of  days  to  be 
provided  and  have  passed  that  misconception 
along  to  patients  as  justification  for  discharge. 

Misconception  #2:  Patients  Must  Leave  When 
the  Hospital  Tells  Them  To 

Regardless  of  how  the  patients  feel,  if  the  pa- 
tients' physician  can  be  persuaded  to  discharge, 
patients  believe  they  have  to  leave  once  they  reach 
their  "magic"  day.  No  letters  or  incidents  suggest 
that  beneficiaries  are  aware  of  the  safeguards  with- 
in PPS  to  protect  patients  from  abrupt  discharge. 
Although  hospitals  have  informed  patients  and 
medical  staff  of  the  changes  in  Medicare,  most 
have  not  taken  similar  initiatives  to  tell  their  pa- 
tients of  rights  of  appeal  under  PPS.  We  found 
evidence  that  some  terminally-ill  patients  and  pa- 
tients in  unstable  conditions  were  being  discharged 
in  an  effort  to  reduce  the  cost  per  case.  On  the 
other  hand,  patients  who  have  been  informed  of 
their  rights  and  successfully  exercised  them  do  not 
write  letters  in  defense  of  the  system. 

Misconception  #3:  A  Patient  Who  Protests  Will 
Be  Responsible  for  the  Entire  Bill  for  the 
Hospitalization 


Many  incidents  reflect  a  misunderstanding 
about  Medicare  disallowed  days.  Typically,  ben- 
eficiaries are  told  that  they  have  to  leave  or  as- 
sume the  costs  of  the  additional  days  of  care.  Most 
patients,  unaware  of  any  rights  to  appeal,  opt  to 
go  home  in  order  to  save  additional  out-of-pocket 
costs. 

(3)  Alternative  care  may  not  be  available 
and /or  accessible. 

PPS  is  designed  to  encourage  the  use  of  alter- 
native sites  of  care.  How  well  does  the  system 
work?  The  primary  issue  related  to  quality  is 
whether  the  alternative  care  provided  is  appro- 
priate. Relatedly,  are  the  alternatives  both  "avail- 
able and  accessible"  to  the  elderly  patients  being 
discharged  from  hospitals?  Is  the  supply  and  dis- 
tribution of  alternative  sources  of  care  adequate 
to  meet  the  growing  demand?  And,  if  the  care  is 
available,  is  it  also  accessible  (i.e.,  affordable)? 

Is  Appropriate  Care  Provided? — A  number  of 
reported  incidents  suggested  that  after-care  was 
non-existent  or  inappropriate.  As  one  consumer 
advocate  reported,  patients  are  released  from  hos- 
pitals to  a  "no  care"  zone.  Patients  may  be  dis- 
charged home  without  adequate  support.  Are  al- 
ternative providers  equipped  to  deal  with  this 
"sicker"  group  of  patients?  Perceptions  concern- 
ing nursing  homes  and  quality  of  the  care  pro- 
vided in  these  facilities  presents  a  serious  stum- 
bling block  to  the  acceptance  of  nursing  home  care 
as  an  alternative. 

Appropriateness  of  Outpatient  Surgery  for 
Some  Patients. — A  number  of  beneficiary  letters 
raised  questions  about  the  appropriateness  of  re- 
quiring outpatient  surgery  for  most  patients  for 
certain  procedures  like  hernia  repair  or  lens  im- 
plant. Several  elderly  patients  compare  previous 
surgery  with  a  recent  outpatient  surgical  experi- 
ence and  find  the  latter  "barbaric." 

Availability  of  Alternative  Care. — Three  issues 
concerning  the  availability  of  alternative  providers 
were  raised:  the  shortage  of  nursing  home  beds; 
the  ability  of  nursing  homes  to  care  for  "sicker" 
patients;  and  the  inadequacy  of  home  care  to  meet 
the  needs  of  patients  and  the  need  to  supplement 
home  care  with  extensive  family  and  other 
support. 
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Accessibility  of  Alternative  Care. — Nearly  all 
the  incidents  point  to  the  increased  financial  bur- 
den placed  on  beneficiaries  who  are  discharged 
to  the  care  of  alternative  providers,  whereas  prior 
to  PPS  the  care  was  provided  in  the  hospital  and 
paid  for  by  Medicare.  Many  of  the  letters  indi- 
cate that  this  shift  in  costs  is  evident  to  the  elderly 
consumer  who  is  paying  more  and  getting  less. 

In  addition,  the  elderly  person  believes  that 
Medicare  will  pay  for  most  hospital  care  and  that 
a  supplemental  insurance  policy  will  cover  the  re- 
maining physician  charges.  If  Medicare  disallows 
the  cost,  however,  the  supplemental  policy  will 
not  pay  either.  This  is  a  shattering  discovery  for 
beneficiaries  who  believe  that  they  were  fully  pro- 
tected. 

(4)  Inability  of  PROs  to  identify  poor  quality. 

How  effective  are  PROs  in  monitoring  quality 
of  care  provided  under  PPS?  The  feeling  is  that 
PROs  have  concentrated  on  economic  costs  to  the 
detriment  of  health  care.  Overutilization,  it  is 
claimed,  has  been  the  focus  rather  than  address- 
ing the  issue  of  quality.  Quality  of  care  might  be 
more  effectively  monitored  if  better  communica- 
tion among  PROs,  hospitals,  and  physicians  was 
established.  While  several  hospitals  agreed  that 
they  are  responding  positively  to  PRO  review, 
others  maintain  that  their  medical  staffs  resent  the 
intrusion  into  their  practices. 

PPS  has  explicit  incentives  to  encourage  the 
provision  of  care  outside  of  the  hospital,  but  this 
care  will  then  be  provided  outside  the  existing 
quality  assurance  mechanism.  As  PROs  become 
more  established  and  are  armed  with  objective  cri- 
teria, they  will  be  better  able  to  monitor  quality 
of  care  in  the  inpatient  setting.  However,  as  the 
issues  of  concern  to  beneficiaries  demonstrate, 
many  possible  problem  areas  are  beyond  the 
present  scope  of  PRO  review. 

Conclusion 

The  evidence  discussed  here  is  illustrative  of  the 
kinds  of  problems  that  Medicare  beneficiaries 
have  experienced  under  PPS.  Perceptions  are  val- 
uable in  identifying  problems  with  PPS,  however, 
the  evidence  presented  is  not  sufficient  to  judge 
in  what  circumstances  or  to  what  extent  quality 


of  care  has  suffered  under  PPS.  The  points  raised 
do  identify  very  difficult  policy  questions  that 
must  be  addressed  concerning  care  for  the  Medi- 
care beneficiaries — particularly  the  terminally  ill 
and  those  without  adequate  support  at  home. 

Sources  of  Incidents  of  the 
Perceptions  of  the  Effects  of  PPS 
on  Quality  of  Care 

Interviews 

Representatives  from  the  following  organiza- 
tions have  been  interviewed: 

American  Association  of  Retired  Persons 
1909  K  Street,  N.W. 
Washington,  D.C.  20049 

American  Hospital  Association 
840  N.  Lake  Shore  Drive 
Chicago,  IL  60611 

Federation  of  American  Hospitals 
1111  19th  Street,  N.W.,  Suite  402 
Washington,  D.C.  20036 

American  Nurses'  Association 
2420  Pershing  Road 
Kansas  City,  MO  64108 

Association  of  American  Medical  Colleges 
1  Dupont  Circle,  N.W.,  Suite  200 
Washington,  D.C.  20036 

Blue  Cross  and  Blue  Shield  Association 
676  N.  Saint  Clair 
Chicago,  IL  60611 

National  Association  of  Area  Agencies  on  Aging 
600  Maryland  Avenue,  S.W.,  Suite  W208 
Washington,  D.C.  20024 

Rush  Presbyterian — St.  Lukes  Hospital 
1753  West  Congress  Parkway 
Chicago,  IL  60612 

Crittenton  Hospital 

1101  West  University  Drive 

Rochester  Hills,  MI  48063 

Mary  Sherman  Hospital 
320  North  Section 
Sullivan,  IN  47882 
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Herrin  Hospital 

201  South  14th  Street 

Herrin,  IL  62948 

Central  Maine  Medical  Center 
300  Main  Street 
Lewiston,  ME  04240 

Henryetta  Medical  Center 
P.O.  Box  1269 
Henryetta,  OK  74437 

Peer  Review  Organizations 

Arizona 

Health  Services  Advisory  Group,  Inc. 

301  West  Osborn,  Phoenix,  AZ  85013 
California 

California  Medical  Review,  Inc. 

1375  Sutter  Street,  San  Francisco,  CA  94109 
Connecticut 

Connecticut  Peer  Review  Organization,  Inc. 

999  Asylum  Avenue,  Hartford,  CT  06105 
Florida 

Professional  Foundation  for  Health  Care, 
Inc. 

2907  Bay  to  Bay  Blvd.,  Tampa,  FL  33606 

Oklahoma 

Oklahoma  Foundation  for  Peer  Review 
601  NW  Expressway,  Oklahoma  City,  OK 
73118 

Wisconsin 

Wisconsin  Professional  Review  Organization 
330  E.  Lakeside  Street,  Madison,  WI  53701 

State  Medical  Societies 

California 

California  Medical  Association 

44  Gough  Street,  San  Francisco  CA  94103 

Florida 

Florida  Medical  Association,  Inc. 
P.O.  Box  2411,  Jacksonville,  FL  32203 

Media  Sources 

News  Sources  Included  in  Automated  Search 

Dates:  July  1,  1984  through  June  30,  1985 

Keywords :  Medicare  or  PPS  or  Prospective  Pay- 
ment System  and  Quality  of  Care 


NEWS        News  file 

AMSTAT   Update/The  American  States 

AP  The  Associate  Press  world,  na- 

tional, business  and  sports  wire 

ASAHI       Asahi  News  Service 

BBCSWB     BBC  Summary  of  World  Broad- 
casts and  Monitoring  Reports 

CDSP         The  Current  Digest  of  the  Soviet 
Press 

CENEWS     Central  News  Agency 

CSM  The  Christian  Science  Monitor 

ERR  Congressional  Quarterly  Editorial 

Research  Reports 
EURNOR    Reuters  North  European  News 

Service 

FACTS       Facts  on  File  World  News  Digest 
INPRES      The  Inter  Press  Service 
JIJI  Jiji  Press  Ticker  Service 

KYODO      Kyodo  English  Language  News 
Services 

LAN  Latin  American  Newsletters 

LIFE  Life 

MACLEH    The  MacNeil/Lehrer  NewsHour 

MAGRWK  Manchester  Guardian  Weekly 

MCLEAN  Maclean's 

NWEEK  Newsweek 

NYT  The  New  York  Times 

PEOPLE  People 

REUTER     Reuters  General  News  Report 
SPORTS     Sports  Illustrated 
TIME  Time 

UPI  United  Press  International  world, 

national,  business  and  sports  wire 

UPST85      United  Press  International  State 
and  Regional  Wires 

USNEWS    U.S.  News  &  World  Report 

WPAPER    World  Paper 

WPOST      The  Washington  Post 

XINHUA    Xinhua  (New  China)  News 
Agency 

Newspapers  Included  in  Library  Search 

Dates:  January  1,  1984  through  May  30,  1985 

New  York  Times 
Wall  Street  Journal 
St.  Louis  Post-Dispatch 
Los  Angeles  Times 
Houston  Post 
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New  Orleans  Times — Picayne 

Chicago  Tribune 

San  Francisco  Examiner 

Boston  Globe 

Washington  Post 

Detroit  News 

USA  Today 

CBS  Transcripts 

Other  Newspaper  Sources 

Philadelphia  Enquirer 
Burlington  Free  Press  (Vt.) 
Peoria  Journal-Star 

Newspapers  Contacted  by  Telephone 

Huntsville  Times,  Alabama 
Phoenix  Arizona  Republic,  Arizona 
Boulder  Daily  Camera,  Colorado 
Bridgeport  Post,  Connecticut 
St.  Petersburg  Times,  Florida 


Champaign  News-Gazette,  Illinois 

Sioux  City  Journal,  Iowa 

Wilkes-Barre  Citizens  Voice,  Pennsylvania 

Tacoma  News  Tribune,  Washington 

Stamford  Advocate,  Connecticut 

San  Diego  Tribune,  California 

Peoria  Journal-Star,  Illinois 

Evansville  Press,  Indiana 

Manchester  Union  Leader,  New  Hampshire 

Harrisburg  Patriot-News,  Pennsylvania 

Louisville  Courier  Journal,  Kentucky 

Other  Sources  for  Specific  Incidents 

Letter  solicited  by  ASIM 
AARP  letters  from  beneficiaries 
Quality  Assurance  Board  of  Florida 
National  Association  of  Area  Agencies  on 
^  Aging 

Senate  Special  Committee  on  Aging 
PRO  letters  from  beneficiaries 
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PROFESSIONAL  SOCIETY  STUDIES 

Several  professional  medical  societies  are  mon- 
itoring the  impact  of  the  Medicare  prospective 
payment  system,  including  the  impact  of  the  sys- 
tem on  quality  of  care.  The  most  common  meth- 
odological approach  is  the  examination  of  inci- 
dents and  opinions  gathered  by  the  societies 
through  survey  questionnaires. 

These  surveys  are  generally  acknowledged  by 
the  societies  themselves  to  be  "unscientific"  inas- 
much as  they  record  perceptions  of  problems  and 
incidents  rather  than  actual  outcomes.  In  addi- 
tion, it  is  not  clear  whether  the  formats  of  the 
questionnaires  or  the  questions  themselves  have 
been  tested  for  any  bias  they  may  contain. 

Nevertheless,  these  surveys  are  valuable  to  the 
extent  that  they  do  register  and  record  provider 
perceptions  and  concerns.  The  two  societies 
whose  work  is  discussed  below  believe  that  the 
survey  results  indicate  a  serious  concern  on  the 
part  of  many  physicians  that  PPS  will  have  an 
increasingly  negative  impact  on  the  quality  of 
care,  particularly  in  the  form  of  premature  dis- 
charges. 

In  addition  to  the  surveys  discussed  below, 
other  efforts  will  be  undertaken  by  the  following 
societies:  The  American  Academy  of  Neurology, 
the  American  Academy  of  Otolaryngology-Head 
and  Neck  Surgery,  the  American  Lung  Associa- 
tion/American Thoracic  Society,  the  Council  of 
Medical  Specialty  Societies,  and  the  American 
College  of  Cardiology. 

The  American  Society  of  Internal  Medicine 

The  American  Society  of  Internal  Medicine 
(ASIM)  conducted  an  informal  survey  of  its  mem- 
bers to  evaluate  the  effects  of  DRGs  on  patient 
care. 

The  survey  tool  was  a  questionnaire  offered  to 
members  through  the  Society's  newsletter  and  dis- 
tributed at  meetings  from  March  of  1984  to  Sep- 
tember of  1985.  As  of  mid-September  1985,  246 
ASIM  members  out  of  approximately  20,000  had 
completed  the  survey.  The  respondents  repre- 
sented broad-based  internists,  subspecialists  of  in- 
ternal medicine,  and  neurologists.  While  acknowl- 


edging that  the  survey  was  not  "scientific,"  ASIM 
reported  nearly  50  percent  of  the  respondents 
viewed  PPS  pressures  to  discharge  patients  early 
as  detrimental  to  the  quality  of  patient  care. 

The  American  Medical  Association  (AMA) 

The  AMA  DRG  Monitoring  Project  is  not  a 
systematic  survey,  but  rather  an  "information 
assessment  activity"  designed  to  ascertain  the  cur- 
rent impact  of  the  PPS  and  to  identify  possible 
problem  areas  that  might  need  further  study.  The 
project  involves  soliciting  information  through  let- 
ters from  practicing  physicians.  Requests  for  this 
information  were  conveyed  to  physicians  through 
a  variety  of  sources  including  the  AM  News, 
JAMA,  and  special  letters  to  the  chiefs  of  medi- 
cal staffs  in  all  hospitals  covered  by  PPS.  Several 
state  medical  associations,  national  medical  spe- 
cialty societies,  and  hospital  medical  staffs  also 
promoted  the  project  through  their  newsletters. 
AMA  plans  to  continue  this  project  at  least 
through  the  PPS  phase-in  years.  An  annual  re- 
port is  prepared  in  December  of  each  year. 

The  project  was  initiated  in  June  of  1984  and 
as  of  August  31,  1985,  389  written  responses  had 
been  received.  The  Association  believes  that  these 
responses  actually  represent  the  opinions  of  over 
7,800  physicians  since  several  of  the  chiefs  of  staff 
conducted  written  surveys  of  their  entire  medi- 
cal staffs.  The  1985  December  Report  has  been 
approved  by  the  AMA  House  of  Delegates. 

The  majority  of  responses  contained  in  the  re- 
port presented  views  on  several  issues  and  a  num- 
ber contained  detailed  supporting  documentation. 
The  areas  of  most  common  concern  were: 

•  Quality  of  care, 

•  Costs  of  care, 

•  Length  of  stay, 

•  Admission/discharge  policies,  and 

•  Administrative  relations. 

Of  the  comments  received  concerning  quality 
of  care,  66  percent  stated  that  the  quality  had  de- 
teriorated, while  34  percent  stated  that  the  qual- 
ity had  either  improved  or  remained  the  same. 
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The  report  indicates  that  one  major  concern  en- 
countered by  "many"  physicians  involves  hospi- 
tal stays  in  which  a  second  patient  condition  or 
complication  also  requires  treatment.  The  physi- 
cians reported  that  they  had  been  discouraged 
from  providing  immediate  treatment  for  a  second 
condition,  because  the  hospital  may  not  receive 
additional  reimbursement  for  a  second  procedure. 
The  report  provides  no  information,  however,  on 
how  many  physicians  indicated  this  hospital 
practice. 

The  report  also  states  that  some  physicians  ex- 
pressed concern  over  the  effect  that  early  dis- 
charges may  have  on  the  health  care  of  patients. 
One  physician  expressed  the  fear  that  a  number 
of  patients  who  should  have  stayed  in  the  hospi- 
tal longer  were  "forced"  into  alternative  health 
care  facilities  and  were  receiving  a  lesser  quality 
of  care  than  they  would  have  in  the  hospital.  The 
report  further  states  that  another  concern  involved 
administrative  "pressure"  to  place  limitations  on 
laboratory  tests  and  procedures  and  that  "many" 
physicians  reported  that  quality  of  care  may  even- 
tually be  affected  by  a  decrease  in  the  use  of  lab- 
oratory tests  necessary  for  proper  diagnosis. 

A  joint  project  of  the  AMA  and  The  Johns  Hop- 
kins University,  is  attempting  to  determine  "if 
changes  in  the  hospitalization  patterns  of  Medi- 


care beneficiaries,  and  identifiable  related  changes 
in  the  quality  of  care  rendered,  can  be  attributed 
to  the  diagnosis  related  grouping  (DRG)-based 
prospective  payment  system  for  hospitals." 

Specific  project  objectives  are:  to  identify  the 
range  of  utilization  changes  that  are  likely  to  oc- 
cur as  a  result  of  PPS;  to  identify  the  various  qual- 
ity of  care  effects  which  may  occur  as  a  result  of 
changes  in  specific  patterns  of  utilization  and 
changes  in  the  overall  financial  viability  of  hos- 
pitals due  to  PPS;  and  to  develop  a  set  of  recom- 
mendations, including  changes  in  the  operation 
of  the  program  and  methods  of  monitoring  pro- 
gram effects,  in  order  to  avert  any  future  adverse 
health  consequences  and  to  improve  the  imple- 
mentation of  the  system.  The  project  will  rely  on 
a  number  of  sources  of  data  including  the  MEDPAR 
20  percent  sample  file,  hospital  discharge  abstract 
systems,  PSRO/PRO  data  systems,  and  large 
scale  national  data  bases  maintained  by  various 
professional  associations,  such  as  the  American 
Hospital  Association,  voluntary  associations  and 
government  agencies. 

The  overall  project,  which  is  divided  into  three 
separate  studies,  will  include  analyses  of  admis- 
sion rates,  length  of  stay,  intensity  of  or  use  of 
ancillary  services,  readmission  rates,  accessibil- 
ity of  sources,  and  case-mix  changes. 


58-781  0-86-6 
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PROPAC  RESEARCH  ON  QUALITY  RELATED  DATA  BASES 


To  support  development  of  the  Commission's 
analytic  agenda  for  quality  of  care  research, 
ProPAC  instituted  an  ongoing  collection  of  infor- 
mation on  data  bases  that  may  be  relevant.  The 
objectives  of  this  activity  are  to  document: 

•  Existing  data  bases  that  may  be  useful  in 
quality  studies; 

•  Primary  data  collection  efforts  resulting  from 
quality  of  care  research  currently  underway 
by  various  individuals  or  organizations;  and 

•  Potential  areas  of  unmet  data  needs  for  qual- 
ity studies. 

As  part  of  this  effort,  two  major  sources  of  in- 
formation regarding  data  bases  were  examined. 
These  include  the  Health  Data  Inventory — Fiscal 
Year  1983-84  (HDI)  and  the  Inventory  of  US 
Health  Care  Data  Bases— 1976-83  (IHCDB).  The 
first  source,  HDI,  was  developed  by  the  HHS 
Health  Information  Policy  Council,  an  internal 
advisory  group  to  the  Secretary  on  health  care 
data  issues.  The  HDI  contains  a  complete  inven- 
tory of  all  ongoing  and  planned  health  data  bases 
and  related  projects  within  HHS.  It  is  currently 
being  computerized  and,  therefore,  the  fiscal  year 
1985  version  will  not  be  available  until  after  Jan- 
uary 1986. 

The  second  source,  IHCDB,  was  produced  by 
the  American  Hospital  Association  (AHA)  under 
contract  with  the  Health  Resources  and  Services 
Administration  (HRSA).  This  document  contains 
information  on  a  variety  of  national  health  care 
data  bases,  including  those  sponsored  by  organi- 
zations other  than  HHS.  The  AHA  is  conducting 
a  follow-up  evaluation  of  data  bases  developed 
through  mid-1985.  Updated  and  expanded  data 
base  abstracts  are  expected  by  Spring/Summer 
1986. 

Also  undergoing  review  is  a  document  pub- 
lished in  October  1985  entitled  Medicare's  Pro- 
spective Payment  System — Strategies  for  Evalu- 
ating Cost,  Quality,  and  Medical  Technology . 
This  report,  produced  by  the  Office  of  Technol- 
ogy Assessment,  provides  a  more  focused  and  up- 


to-date  presentation  of  data  available  for  PPS- 
related  studies.  Specifically,  it  identifies  data 
sources  critical  to  evaluation  of  quality  of  care 
issues. 

Initial  review  of  these  reference  documents 
failed  to  reveal  information  on  national  data  bases 
expressly  developed  for  the  study  of  quality  of 
care.  Nevertheless,  existing  data  could:  a)  be  com- 
bined to  produce  data  bases  useful  for  quality 
studies,  or  b)  provide  the  foundation  for  addi- 
tional ProPAC  primary  data  collection,  if  neces- 
sary. These  options  will  be  considered  in  review- 
ing specific  data  requirements  for  the  Commis- 
sion's analysis  of  quality. 

Additional  ProPAC  monitoring  activities  re- 
garding potential  data  sources  encompass:  1)  the 
Urban  Institute  report  entitled  Analysis  of  Data 
Bases  for  Studying  the  Impact  of  PPS  on  Long- 
Term  Care  for  the  Office  of  the  Assistant  Secre- 
tary for  Planning  and  Evaluation  (ASPE);  2)  state- 
wide and  commercial  data  bases  that  are  not  in- 
cluded in  the  IHCDB;  3)  the  existing  linkage  be- 
tween Part  A  and  B  HCFA  beneficiary  data  as  well 
as  other  potential  data  base  linkages  (in  order  to 
support  future  quality  studies  that  may  encom- 
pass an  entire  episode  of  illness);  and  4)  quality 
studies  undertaken  by  HHS,  health  care  research- 
ers, and  other  interested  parties. 

These  efforts  collectively  are  expected  to: 

•  Enable  ProPAC  staff  to  respond  to  questions 
regarding  data  availability  and  the  need  for 
primary  data  collection; 

•  Ensure  the  use  of  existing  data  to  the  extent 
possible  while  avoiding  duplication  of  data 
collection  efforts  by  others; 

•  Indicate  potential  areas  for  Commission  rec- 
ommendation^) regarding  commitment  of 
resources  for  collection  of  data  unmet  by  ex- 
isting sources;  and 

•  Identify  data  collection  efforts  potentially 
suitable  for  collaboration  with  other  orga- 
nizations. 
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PEER  REVIEW  ORGANIZATIONS:  MISSION  AND  FUNCTION 


Peer  Review  Organizations  (PROs)  were  estab- 
lished by  Congress  to  assure  that  Medicare  serv- 
ices are  medically  necessary,  conform  to  profes- 
sional standards  and  are  delivered  in  an  econom- 
ical manner.  This  section  presents  an  overview 
of  the  PROs'  responsibilities  focusing  on  aspects 
of  the  PROs'  efforts  directed  to  the  issue  of  qual- 
ity of  care. 

Legislative  History  and  Background 

Utilization  review  was  first  mandated  by  the 
original  Medicare  and  Medicaid  legislation  of 
1965.  Its  purpose  was  to  assure  that  health  care 
reimbursement  by  the  federal  government  was 
provided  only  when  necessary.  It  was  subsequent- 
ly determined,  upon  examination  by  the  GAO 
and  the  Senate  Finance  Committee,  that  the  sys- 
tem suffered  from  several  inadequacies,  including: 

•  The  lack  of  coordination  between  Medicare 
and  Medicaid  review; 

•  Too  little  attention  to  the  review  of  the  qual- 
ity of  medical  care; 

•  Insufficient  physician  participation  in  final 
review  decisions;  and 

•  Limited  acceptance  by  physicians. 

Congress,  as  part  of  the  1972  amendments  to 
the  Social  Security  Act,  created  the  Professional 
Standards  Review  Organizations  (PSROs)  in  an 
attempt,  in  part,  to  correct  these  inadequacies. 

The  PSRO  program  was  based  on  two  funda- 
mental concepts  of  health  care  review:  1)  physi- 
cians are  the  most  appropriate  persons  to  assess 
the  quality  of  medical  care  delivered  by  physi- 
cians; and  2)  local  community  based  peer  review 
and  local  standard  setting  are  the  most  effective 
means  of  ensuring  appropriate  utilization  of  health 
care  resources  and  facilities.  The  purpose  of  the 
program  as  applied  to  Medicare  was  to  assure, 
with  regard  to  the  provision  of  health  care  serv- 
ices and  items  for  which  payment  was  made  by 
the  program,  that: 

•  such  services  and  items  are  or  were  medically 
necessary; 

•  the  quality  of  such  services  meets  profession- 
ally recognized  standards  of  health  care;  and 


•  in  case  such  services  and  items  are  proposed 
to  be  provided  in  a  hospital  or  other  health 
care  facility  on  an  inpatient  basis,  such  serv- 
ices and  items  could,  consistent  with  the  pro- 
vision of  appropriate  medical  care,  be  effec- 
tively provided  on  an  outpatient  basis  or 
more  economically  in  an  inpatient  health  care 
facility  of  a  different  type. 

In  1982  Congress  enacted  as  part  of  the  Tax  Eq- 
uity and  Fiscal  Responsibility  Act,  the  Peer  Re- 
view Improvement  Act  which  created  the  PRO 
program.  Congress'  stated  intent  was  to  redirect, 
simplify  and  enhance  the  cost-effectiveness  and 
efficiency  of  the  peer  review  of  services  reim- 
bursed by  Medicare. 

The  Social  Security  Amendments  of  1983,  es- 
tablishing a  prospective  payment  system  for  Medi- 
care, amended  section  1866(a)(1)(F)  of  the  Social 
Security  Act  to  specify  that  hospitals  seeking  reim- 
bursement under  the  prospective  payment  system 
must  enter  into  agreements  with  PROs  by  speci- 
fied dates  to  review  the  following:3 

•  The  validity  of  diagnostic  and  procedural  in- 
formation supplied  by  the  provider; 

•  The  completeness,  adequacy,  and  quality  of 
care  provided; 

•  The  appropriateness  of  admissions  and  dis- 
charges; and 

•  The  appropriateness  of  care  provided  or  pro- 
posed to  be  provided  for  which  payment  is 
sought  on  an  "outlier"  basis  under  the  pro- 
spective payment  system. 

In  addition,  the  amendments  added  section 
1886(f)(2)  of  the  Act  to  specify  that  the  Secretary 
may  deny  payment  or  require  the  hospital  to  take 
corrective  action,  if  a  PRO  provides  the  Secre- 
tary with  documentation  that  a  hospital  has  cir- 
cumvented the  prospective  payment  system 
through  unnecessary  admissions  or  other 
practices. 


3The  Deficit  Reduction  Act  of  1984  further  amended  the  Social 
Security  Act  to  require  that  all  hospitals,  not  just  those  receiving 
payment  under  the  prospective  payment  system,  must  maintain  an 
agreement  with  a  PRO. 
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In  some  important  respects,  the  PRO  program 
is  similar  to  the  PSRO  program;  thus  its  stated 
purpose  is  to  determine  whether  services  provided 
under  Medicare  are  reasonable,  medically  neces- 
sary, furnished  in  the  appropriate  setting,  and  are 
of  a  quality  which  meets  professionally  recognized 
standards.  There  are  several  important  distinc- 
tions, however: 

•  Contracts  between  the  Secretary  and  PROs 
are  for  an  initial  period  of  two  years.  They 
are  renewable  biennially,  and  generally 
speaking,  are  awarded  to  statewide  review 
entities.  PSROs  received  annual  grants  and 
as  indicated  above,  were  geographically  or- 
ganized on  a  more  local  basis. 

•  Contracts  with  PROs  must  specify  objectives 
to  be  achieved  over  the  contract  period.  An 
assessment  of  the  organization's  performance 
is  to  be  measured  against  the  objectives.  The 
PSRO  statute  had  no  such  contractual  com- 
mitments. 

•  Sanctions  of  exclusion  against  providers  or 
practitioners  for  violations  of  the  statutory 
obligations  automatically  become  effective 
120  days  after  a  PRO  submits  a  recommen- 
dation for  exclusion  to  the  Secretary,  unless 
the  Secretary  makes  a  decision  to  reverse 
within  the  120-day  period.  Under  the  PSRO 
program,  the  Secretary  had  to  act  affirma- 
tively to  effectuate  any  sanction. 

All  54  contracts  between  HCFA  and  the  PROs 
were  signed  before  the  mid-November  1984  dead- 
line established  by  Public  Law  98-861. 4  Regula- 
tions governing  the  program  were  not  issued  un- 
til April  1985  (50  FR 15312)  with  an  effective  date 
of  May  17,  1985.  The  areas  covered  by  the  regu- 
lation were:  assumption  of  Medicare  review  func- 
tions and  coordination  with  Medicaid;  imposition 
of  sanctions  on  health  care  practitioners  and 
providers  of  health  care  services;  acquisition,  pro- 
tection, and  disclosure  of  PRO  information;  and 
reconsideration  and  appeals. 


"In  areas  where  an  acceptable  proposal  was  not  received  by  a  lo- 
cal physician  organization,  contracts  were  awarded  to  physician 
groups  from  another  state.  Vermont  is  covered  by  the  New  Hamp- 
shire PRO.  In  Idaho,  the  contract  was  awarded  to  a  PRO  estab- 
lished by  Idaho  Blue  Cross,  a  fiscal  intermediary.  This  is  the  only 
PRO  run  by  a  payer  institution,  but,  nevertheless,  physicians  per- 
form peer  review. 


Responsibilities  of  the  PROs 
in  the  Initial  Contract  Period 

In  the  PRO  scope  of  work  developed  for  the 
initial  two  year  contract  period  of  review,  the  fo- 
cus of  both  utilization  and  quality  of  care  review 
was  on  the  attainment  by  the  PROs  of  specific 
objectives  established  by  HCFA.  These  objectives 
were  heavily  directed  towards  reducing  unneces- 
sary hospital  admissions;  quality  of  care  improve- 
ment was  viewed  largely  as  a  concomitant  of  re- 
ductions of  procedures. 

Each  applicant  for  a  PRO  contract  was  required 
to  propose  one  or  more  specific  procedures  or 
areas  accompanied  by  a  specific  percentage  or  nu- 
merical goal  of  reduction  for  each  "admission  ob- 
jective." 

"Quality  objectives"  were  also  framed  by 
HCFA,  and,  again,  the  potential  contractor  was 
required  to  propose  at  least  one  procedure  and 
numerical  goal  for  each  objective.  These  objec- 
tives were  to: 

•  Reduce  unnecessary  hospital  readmissions  re- 
sulting from  substandard  care  provided  dur- 
ing the  prior  admission. 

•  Assure  the  provision  of  medical  services 
which,  when  not  performed,  have  "signifi- 
cant potential"  for  causing  "serious  patient 
complications." 

•  Reduce  avoidable  deaths.  This  was  subse- 
quently changed  to  "reduce  the  risk  of  mor- 
tality associated  with  selected  procedures 
and/or  conditions  requiring  hospitalization." 

•  Reduce  unnecessary  surgery  or  other  inva- 
sive procedures. 

•  Reduce  avoidable  postoperative  or  other 
complications. 

In  addition  to  the  admissions  and  quality  ob- 
jectives, PRO  contracts  also  required  other  review 
activities  including: 

•  Preadmission/preprocedure  review; 

•  Review  of  invasive  diagnositc  and  therapeu- 
tic procedures,  e.g.,  retrospective  review  of 
all  cardiac  pacemaker  implantations; 

•  Review  of  transfers,  readmissions  within  7 
days,  and  outliers; 

•  Other  admission  review  including  admission 
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review  on  100  percent  of  cases  under  review 
for  any  reason;  random  sampling  review;  and 
•  Review  and  monitoring  of  hospital  issued  no- 
tices of  noncoverage  of  continued  stay  in  a 
PPS  hospital.  Such  a  notice  might  result  in 
the  shift  of  the  financial  burden  to  the  bene- 
ficiary. 

During  the  initial  two  year  contract  period  the 
question  was  raised  whether  the  scope  of  PRO  re- 
view adequately  addressed  quality  of  care — de- 
spite the  quality  objectives  pursued  by  the  PROs. 
For  example,  concern  had  developed  regarding  the 
possibility  and  incidence  of  premature  discharges 
under  PPS.  The  quality  objectives  did  not  address 
this  issue,  and  review  of  readmission  within  7  days 
was  thought  to  be,  at  best,  an  exceedingly  indirect 
route  to  identifying  and  correcting  the  problem. 

Critics  suggested  that  the  scope  of  review 
should  be  extended  to  the  entire  episode  of  care, 
and  that  the  proper  focus  should  be  patient  out- 
comes as  measured  over  the  entire  spectrum  of 
services  provided.  The  suggestion  was  made,  in 
other  words,  that  the  problem  of  premature  dis- 
charge mighl.  stem  not  only  from  insufficient  hos- 
pital services,  but  inadequate  clinical  management 
of  the  post-acute  patient  as  well.  The  application 
of  quality  screening  criteria  to  better  identify  qual- 
ity concerns  was  also  proposed  as  part  of  an  in- 
creased emphasis  on  quality  review. 

Responsibilities  of  the  PROs 
in  the  Second  Contract  Period 

In  the  fall  of  1985  HCFA  issued  for  comment 
a  proposed  draft  scope  of  work  for  the  second 
contract  period.  The  final  RFP  was  issued  in  Jan- 
uary 1986,  and  the  scope  of  work  differed  from 
that  of  the  original  two  year  contract  in  several 
aspects. 

Quality  of  Care  Review 

The  most  significant  difference  appears  to  re- 
late to  the  review  of  quality  of  care.  The  overall 
concept  of  attaining  quality  improvement  by  the 
achievement  of  certain  objectives  is  retained.  The 
focus,  however,  has  shifted  from  the  application 
of  predetermined  quality  objectives  to  the  reduc- 
tion of  adverse  outcomes,  including  premature 


discharges.  These  outcomes  and  target  reductions 
are  to  be  determined  by  the  use  of  generic  qual- 
ity screening,  PRO  area  provider-specific  data  on 
outcome  or  statistical  outliers  furnished  by  HCFA, 
and  PRO  area  DRG-specific  data  on  outcome  or 
statistical  outliers  (also  furnished  by  HCFA).  The 
scope  of  work,  in  effect,  establishes  three  cate- 
gories of  target  reductions  for  the  elimination  of 
adverse  outcomes:  the  first  and  second  focuses  on 
providers  and/or  practitioners  using  generic 
screens  and  provider-specific  outcome  data;  the 
third  focuses  on  DRGs. 

With  regard  to  the  first  category,  a  baseline  is 
first  established  by  applying  generic  quality 
screens,  provided  by  HCFA,  to  a  3  percent  ran- 
dom sample  of  all  reviews  performed  after  the 
contract  effective  date.  The  PRO  analyzes  the  re- 
sults from  the  first  90  days  of  the  application  of 
the  generic  screens  and  establishes  a  baseline  by 
the  120th  day.  The  baseline  consists  of  levels  of 
occurrence  of  the  issues  identified  by  using  the 
generic  quality  screens  projected  to  the  PRO  area. 

The  PRO  also  proposes  target  reductions  and 
intermediate  milestones  by  the  120th  day;  by  the 
150th  day,  it  must  reach  agreement  with  HCFA 
on  the  baseline,  target  reductions  and  intermedi- 
ate milestones.  The  screens,  constructed  by 
HCFA,  include  over  31  indications  of  adverse  out- 
comes grouped  under  the  following  6  broad  con- 
cerns: 

•  Adequacy  of  discharge  planning, 

•  Deaths, 

•  Nosocomial  infections, 

•  Unscheduled  return  to  surgery  within  same 
admission  for  same  condition  as  previous 
surgery  or  to  correct  operative  problem  (ex- 
cluding "staged"  procedures),  and 

•  Trauma  suffered  in  the  hospital 

The  second  category  of  adverse  outcome  tar- 
get reductions  uses  as  a  baseline  PRO  area  pro- 
vider-specific data  on  outcome  or  statistical  out- 
liers furnished  by  HCFA.  HCFA  has  developed 
a  linear  regression  model  to  identify  patterns  of 
utilization  in  terms  of  numbers  of  discharges  per 
acute  care  bed  and  patterns  of  outcomes  in  terms 
of  inpatient  mortality  rates.  Hospitals  were  iden- 
tified as  high  or  low  statistical  outliers  if  their  ac- 
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tual  experience  in  1984  differed  markedly  from 
that  predicted  by  the  model.  Results  from  the 
model  were  adjusted  for  differences  in  the  demo- 
graphic composition  of  providers'  Medicare  pa- 
tients and  for  case  mix. 

The  PRO  uses  this  provider-specific  data  to  pro- 
pose target  reductions  and  intermediate  milestones 
for  the  providers  on  HCFA's  list.  However,  the 
PRO  may  substitute  other  providers  for  those  in- 
dicated by  HCFA.  In  order  to  do  this,  it  must 
demonstrate  to  the  satisfaction  of  HCFA  that  the 
HCFA-identified  outliers  are  not  problems  in  the 
PRO  area  or  that  the  PRO-identified  providers 
have  problems  which  have  a  greater  need  for  reso- 
lution. HCFA  specifically  cautions  that  the  list- 
ing of  a  hospital  as  a  statistical  outlier  does  not 
necessarily  indicate  the  presence  of  problematic 
admission  patterns  or  unsatisfactory  quality  of 
care  since  the  model  did  not  take  into  account  all 
possible  causative  factors  of  an  outlier.  Converse- 
ly, the  absence  of  any  provider  from  the  list  does 
not  imply  that  there  are  no  aspects  of  medical  care 
at  that  hospital  which  do  not  merit  scrutiny  and 
improvement. 

The  PRO,  in  its  proposal,  must  verify  which 
hospitals  identified  by  HCFA  as  statistical  outliers 
merit,  on  the  basis  of  the  PRO's  data  or  knowl- 
edge, intensified  review.  Intensified  review  refers 
in  general  to  a  close  scrutiny  of  a  problem  area; 
for  example,  it  might  include  100  percent  review 
of  a  department's  or  a  physician's  cases.  Such  re- 
view is  required  for  high  outliers,  which  are  those 
providers  that  exhibit  behavior  potentially  result- 
ing in  impaired  quality  of  care.  Means  and  activ- 
ities must  be  proposed  to  address  the  causes  of 
the  adverse  outcomes  and  meet  the  target  re- 
ductions. 

The  third  category  of  adverse  outcome  target 
reductions  is  that  which  focuses  on  the  DRGs.  The 
baseline  for  target  reductions  is  the  PRO  area 
DRG-specific  data  on  outcome  or  statistical  out- 
liers furnished  by  HCFA.  HCFA  selected  nine 
DRG  categories  from  a  list  prepared  by  a  clinical 
panel  of  physicians  as  being  of  particular  medi- 
cal interest.  HCFA  then  examined,  through  lin- 
ear regression  techniques,  Medicare  discharges  per 
Medicare-eligible  person  in  the  states  and  Medi- 
care inpatient  mortality  rates  for  each  PRO  area 


for  the  nine  DRG  categories  in  1984.  The  final 
HCFA  list  specifies  those  conditions  and  DRGs 
for  which  the  PRO  area  departed  markedly  from 
national  norms,  after  allowing  for  differences  in 
the  demographic  characteristics  of  the  area's  Medi- 
care patients.  A  DRG  appears  on  the  list  if  the 
difference  between  the  PRO's  actual  experience 
and  that  predicted  by  the  statistical  model  could 
have  occurred  by  chance  alone  only  with  a  prob- 
ability of  10  percent  or  less  (90  percent  significance 
level)  or  5  percent  or  less  (95  percent  significance 
level). 

The  review  of  the  outlier  DRGs  is  similar  to  that 
of  the  review  of  outlier  providers  in  that  it  is  the 
responsibility  of  the  PRO  to  verify  which  DRGs 
on  the  list  merit  intensified  review,  on  the  basis 
of  the  PRO's  data  analysis  and  knowledge  of  the 
medical  events  and  practices  in  its  jurisdiction.  In- 
tensified review  is  required  for  those  DRGs  for 
which  discharge  and/or  mortality  rates  appear  to 
be  inappropriate  and  suggestive  of  inadequate 
quality  of  care. 

The  PRO  also  has  to  provide  documentation 
to  support  a  proposal  which  does  not  include  in- 
tensified review  for  all  specific  DRGs  on  the  list. 
It  may  also  select  other  conditions  for  intensified 
review  on  the  basis  of  its  experience  in  the  preced- 
ing contract  period. 

Further  steps  have  been  taken  regarding  qual- 
ity review,  in  addition  to  the  approach  of  elimi- 
nating adverse  outcomes  through  target  reduc- 
tions described  above.  These  additional  steps 
include  discharge  review,  broad  generic  quality 
screening,  review  of  readmission  within  15  days, 
and  the  establishment  of  community  outreach 
programs. 

The  objective  of  the  discharge  review  is  the  de- 
tection of  premature  discharges.  These  are  defined 
in  the  scope  of  work  as  discharges  where,  in  the 
opinion  of  the  PRO  physician  reviewer,  the  pa- 
tient was  not  medically  stable  and/or  where  dis- 
charge was  not  consistent  with  the  patient's  need 
for  continued  acute  hospital  care.  Every  case  un- 
der PRO  review  is  to  be  further  reviewed  against 
discharge  criteria  approved  by  HCFA.  In  accord- 
ance with  regulations  and  HCFA  instructions,  the 
PRO  will  deny  payment  if  a  discharge  is  found 
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to  be  premature.  If  a  "gross  and  flagrant"  episode 
or  a  pattern  of  premature  discharge  occurs,  the 
PRO  is  to  initiate  sanction  activity. 

Generic  quality  screening  also  is  to  be  applied 
to  every  case  under  PRO  review  for  any  reason, 
including  those  cases  being  reviewed  under  the 
target  reduction  approach.  The  PRO  is  required 
to  use  the  quality  screens  provided  by  HCFA. 
These  are  the  same  screens  used  by  the  PRO  for 
the  adverse  outcome  target  reductions.  The  PRO 
determines  whether  quality  issues  exist  and  initi- 
ates appropriate  interventions  for  identified  qual- 
ity problems. 

One  aim  of  the  review  of  readmission  within 
15  days  of  discharge  is  the  detection  of  readmis- 
sion resulting  from  premature  discharge.  Another 
aim  is  the  detection  of  readmission  for  care  that, 
pursuant  to  professionally  recognized  standards 
of  health  care,  should  have  been  provided  dur- 
ing the  first  admission. 

Lastly,  the  PRO  is  directed  to  conduct  programs 
to  inform  beneficiaries  about  Medicare  PRO  re- 
view. The  programs  are  to  be  geared  towards 
educating  beneficiaries  about  the  types  of  PRO 
review  and  their  purpose,  and  informing  the  ben- 
eficiaries of  their  Medicare  rights.  The  PRO  is  ex- 
pected to  describe  the  methods  it  will  use  to  im- 
plement programs  such  as  hotlines,  seminars,  and 
the  providing  of  information  brochures. 

These  multiple  approaches  to  quality  review  in 
the  new  PRO  scope  of  work  indicate  much  greater 
emphasis  on  PRO  quality  review  than  existed  be- 
fore. There  has  not  as  yet,  however,  been  any  ex- 
pansion of  review  beyond  the  inpatient  setting. 

Utilization  Review 

Utilization  review  no  longer  calls  for  specific 
pre-established  narrow  utilization  or  admission 


objectives.  The  review  process  is  similar  to  that 
for  quality  review.  The  PROs  are  required  to  re- 
duce unnecessary  admissions  and  procedures  fo- 
cusing on  provider  and  practitioners  by  using  as 
a  baseline  PRO  area  provider-specific  data  on  sta- 
tistical outliers  furnished  by  HCFA.  They  are  fur- 
ther required  to  reduce  unnecessary  admissions 
and  procedures  focusing  on  DRGs  by  using  as  a 
baseline  PRO  area  DRG  specific  data  on  statisti- 
cal outliers  furnished  by  HCFA.  The  PROs  are 
to  propose  target  reductions  and  intermediate 
milestones,  identify  high  and  low  outliers  in  the 
provider  and  DRG  categories  and  subject  high 
outliers  to  intensified  review. 

Other  review  activities  of  a  utilization  nature 
have  not,  for  the  most  part,  changed  substantive- 
ly. There  is  now  a  simple  3  percent  random  sam- 
ple review  which  replaces  a  more  complicated 
formula.  Preadmission  review  of  5  procedures 
proposed  by  the  PRO  has  been  replaced  by  4  pro- 
cedures plus  100  percent  preadmission  review  of 
pacemakers.  There  is  no  longer  any  retrospective 
review  of  pacemakers;  and  transfers  and  outliers 
have  reduced  levels  of  review.  DRG  088  (Chronic 
Obstructive  Pulmonary  Disease)  has  been  added 
to  DRG  focused  review;  the  percentage  of  cases 
for  intensified  review  has  been  changed.  Medicare 
Code  Editor  review  has  remained  the  same. 

Further,  DRG  validation  is  still  required,  and 
the  PRO  must  know  and  understand  HCFA  cov- 
erage policies  in  order  to  be  able  to  identify  non- 
covered  items  or  services.  PRO  activities  regard- 
ing denials  and  reconsiderations,  and  the  PRO 
role  in  the  sanction  process,  all  provided  for  by 
regulation,  have  not  been  affected  by  the  new 
PRO  scope  of  work. 
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MEDICARE  BENEFICIARY  APPEALS  PROCESS 


Summary 

This  section  of  the  appendix  outlines  the  ap- 
peals process  provided  for  beneficiaries  under  Part 
A  and  Part  B  of  Medicare.  A  brief  review  of  eligi- 
bility, coverage,  and  exclusions  from  coverage  is 
also  included  to  present  a  more  complete  picture 
of  the  spectrum  of  issues  that  can  be  raised  and 
determined  in  the  payment  decision  and  appeals 
process.  Any  of  the  eligibility,  coverage,  and  ex- 
clusion issues  discussed  could  be  the  basis  of  an 
initial  payment  denial,  and  subsequent  review  and 
appeal. 

The  overall  appeals  process  is  a  complex  patch- 
work of  differing  procedures.  Broadly  stated,  with 
regard  to  Part  A,  the  issue  being  appealed  deter- 
mines which  of  four  categories  of  appeal  is  put 
in  motion.  In  the  first  category  are  those  issues 
pertaining  to  the  coverage  and  the  amount  of  ben- 
efits to  be  paid  to  entitled  individuals  under  Part 
A  of  Medicare.  These  determinations  are  made 
by  the  intermediaries  based  on  HCFA  regulations 
and  manual  directives. 

The  second  category  involves  a  determination 
regarding  issues  that  also  have  a  direct  effect  on 
the  amount  of  benefits  paid  but  which,  with  re- 
gard to  inpatient  hospital  services,  fall  within  the 
jurisdiction  of  the  PROs  and  are  subject  to  a  some- 
what different  appeals  process:  this  is  the  deter- 
mination regarding  the  medical  necessity  of  the 
services  and  whether  the  services  were  custodial. 
If  a  service  is  determined  by  a  PRO  not  to  be  (or 
have  been)  medically  necessary  or  of  a  custodial 
nature,  Medicare  payment  is  denied. 

The  third  type  of  determination  is  also  directly 
related  to  medical  necessity  and  custodial  care. 
It  involves  a  process,  called  waiver  of  liability, 
by  which  liability  for  actual  payment  may  be 
waived  for  either  a  beneficiary  or  a  provider,  de- 
spite a  denial  of  payment  determination.  Again, 
for  inpatient  hospital  services,  this  determination 
is  made  by  the  PROs. 

The  fourth  category  is  a  determination  relat- 
ing to  an  individual's  entitlement  to  Part  A  bene- 
fits. This  determination  is  made  by  the  Social  Se- 
curity Administration. 


The  appeals  process  for  Part  B  falls  into  cate- 
gories similar  to  that  of  Part  A.  The  PROs,  how- 
ever, do  not  currently  play  a  role  in  the  Part  B 
review  process. 

This  summary  focuses  on  the  second  category 
of  Part  A  appeals,  which  is  one  aspect  of  this  proc- 
ess which  is  of  direct  concern  to  the  Commission. 
This  aspect  is  the  right  granted  to  a  beneficiary 
who  is  still  in  the  hospital  to  appeal  to  the  PRO 
a  determination  by  the  hospital  denying  continued 
inpatient  care  and  charging  the  beneficiary  for  fur- 
ther inpatient  services.  The  right  to  appeal  does 
exist,  but  the  problem  is  that  beneficiaries  may 
not  know  of  or  understand  the  right. 

PRO  Reconsideration  and  Appeal  Process 

Congress  has  required  the  PROs  to  make  de- 
terminations as  to  whether  the  services  rendered 
to  the  beneficiary  are  medically  necessary  and 
appropriate  and  do  not  constitute  custodial  care. 
Congress  has  further  directed  the  Secretary  to  en- 
ter into  contracts  with  the  PROs  to  effectuate  this 
requirement.  The  fiscal  intermediary  and  HCFA 
still  have  authority  to  make  these  determinations 
but  defer  to  the  authority  of  the  PRO  (except 
under  unusual  circumstances). 

However,  in  the  preamble  to  the  PRO  regula- 
tions published  in  April  1985,  HCFA  made  it  clear 
that  the  PRO's  determination  does  not  supercede 
HCFA's  authority  to  enforce  the  coverage  provi- 
sions of  the  statute.  HCFA  acknowledged  that  it 
is  bound  by  a  PRO  determination  with  respect 
to  a  medical  necessity  issue  but  that  it  will  con- 
tinue to  make  coverage  determinations  on  other 
bases.  These  include  whether  the  service  was 
statutorily  excluded.  Thus,  although  a  service 
(e.g.,  heart  transplantation)  may  be  medically  nec- 
essary, it  might  not  be  a  service  covered  under 
Medicare. 

The  process  provided  for  reconsideration  of  and 
appeals  from  a  payment  denial  made  by  a  PRO 
is  illustrated  in  the  diagram  prepared  by  HCFA 
that  appears  later.  The  details  of  this  process  are 
presented  later  in  this  section.  In  brief,  the  PRO 
makes  an  initial  denial  determination  involving 
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the  issues  of  medical  necessity,  appropriateness 
of  the  inpatient  setting  in  which  services  were  fur- 
nished, and  whether  the  care  was  custodial. 

The  PRO  must  deliver  the  notice  of  denial  to 
beneficiaries  in  a  facility,  such  as  a  hospital,  nurs- 
ing home,  or  must  mail  it  to  those  no  longer  in 
a  facility.  Notice  must  also  be  sent  to  the  attend- 
ing physician,  provider,  and  the  fiscal  intermedi- 
cary.  The  required  time  period  for  the  notice  dif- 
fers according  to  the  type  of  review,  e.g.,  pre- 
procedure  review,  preadmission  review. 

The  Medicare  beneficiary,  provider,  and  phy- 
sician are  all  entitled  to  a  reconsideration  of  the 
denial,  but  the  Social  Security  Act  gives  a  right 
of  further  appeal  solely  to  the  beneficiary.  The 
beneficiary  is  entitled  to  a  hearing  if  the  amount 
in  controversy  is  at  least  $200  and  to  judicial  re- 
view if  the  amount  in  controversy  is  at  least 
S2000. 

Hospital  Denial  of  Coverage  for 
Continued  Inpatient  Care 

One  aspect  of  this  process  has  already  proven 
to  be  problematic.  The  regulations  give  a  hospi- 
tal the  authority  to  deny  continued  inpatient  care 
and  to  charge  the  beneficiary  for  such  care  if  the 
hospital  has  determined,  with  the  concurrence  of 
either  the  attending  physician  or  the  PRO,  that 
further  services  are  not  medically  necessary.  There 
is  an  established  procedure  provided  by  regula- 
tion that  the  hospital  must  follow  in  rendering  its 
denial  of  continued  coverage  determination.  Built 
into  this  procedure  is  the  right  of  the  beneficiary 
to  challenge  the  denial.  However,  the  procedure, 
while  appearing  reasonable  on  paper,  has  come 
under  fire  as  inadequate  in  practice  due  chiefly 
to  a  growing  concern  that  beneficiaries  have  not 
been  aware  of  this  right  of  appeal. 

The  procedure  provides  that  the  initial  denial 
determination  is  made  by  the  hospital.  However, 
the  PROs  can  enter  into  the  process  at  three 
points:  (1)  if  requested  to  concur  in  denial  because 
the  attending  physician  refuses;  (2)  if  asked  by  the 
hospital  to  make  a  formal  determination  because 
the  beneficiary  has  remained  in  the  hospital;  or 
(3)  if  requested  by  the  beneficiary  to  reconsider 
its  formal  denial  determination.  The  hospital's  ini- 


tial denial  notice  must  inform  the  beneficiary  in 
writing  that: 

•  It  is  the  hospital's  determination  with  the  con- 
currence of  the  attending  physician  or  the 
PRO,  that  the  beneficiary  no  longer  requires 
inpatient  hospital  care; 

•  The  patient  will  be  liable  for  the  hospital's 
customary  charges  for  continued  stay,  begin- 
ning with  the  third  day  after  receipt  of  the 
notice; 

•  If  the  patient  remains  in  the  hospital  after  he 
becomes  liable,  the  PRO  will  make  a  formal 
determination  of  the  medical  necessity  and 
appropriateness  of  the  hospitalization; 

•  This  formal  determination  is  subject  to  a  re- 
consideration at  the  request  of  the  patient, 
hospital,  or  attending  physician;  and 

•  Any  moneys  for  continued  stay  collected  by 
the  hospital  will  be  refunded  by  the  hospi- 
tal, if  a  finding  is  subsequently  made  that  the 
patient  required  continued  inpatient  hospi- 
tal care. 

In  addition  to  this  procedure,  the  PROs  are  re- 
sponsible for  monitoring  hospital  notices  for  de- 
nial of  continued  stay.  The  monitoring  is  done 
to  ensure  that  the  notices  are  correct  and  do  not 
mislead  the  beneficiary  or  misstate  the  authority 
or  responsibility  of  the  hospital  in  issuing  the 
notice. 

Specifically,  the  notice  cannot  contain: 

•  Statements  and  implications  that  the  decision 
to  terminate  the  inpatient  services  was  not 
made  by  the  hospital,  but  by  someone  else, 
e.g.,  by  Medicare; 

•  Inaccurate  determination  of  beneficiary  re- 
sponsibility for  payment; 

•  Inappropriate  grace  period  given  to  the  ben- 
eficiary; 

•  An  implication  that  there  is  a  limit  on  the 
number  of  days  "allowed"  by  Medicare  for 
a  DRG. 

There  have  been  many  criticisms  of  this  sys- 
tem and  some  of  them  are  discussed  at  greater 
length  in  a  subsequent  section.  Two,  however,  are 
central.  First,  the  notice  is  not  required  each  time 
a  person  is  discharged  but  rather  when  the  hos- 
pital has  determined  that  it  will  start  charging  the 


164 


beneficiary.  Thus,  even  if  a  beneficiary  fears  that 
his  discharge  is  medically  inappropriate  he  will 
not  know  of  his  rights  unless  the  hospital  itself 
goes  the  extra  step  and  informs  him  of  its  deci- 
sion to  begin  charging  him. 

Second,  while  a  requirement  of  written  notice 
might  have  been  promulgated  in  the  best  inter- 
ests of  the  beneficiary,  there  is  no  way  of  deter- 
mining, through  the  usual  avenue  of  research, 
what  is  said  to  a  beneficiary.  It  is  feared  that  ben- 
eficiaries continue  to  be  told  that  their  DRGs  or 
their  coverage  has  "run  out." 

Despite  the  current  uncertainty  about  the  di- 
mensions of  this  problem,  the  deficiencies  are  real 
and  can  be  resolved  by  providing  the  beneficiary 
with  timely  information.  Thus,  the  Commission 
in  this  year's  April  report  recommends  that  a 
notice  or  information  bulletin  be  given  to  all  ben- 
eficiaries when  they  are  admitted  to  a  hospital. 
The  notice  should  state  in  understandable  lan- 
guage the  rights  of  beneficiaries  while  in  the  hos- 
pital and  should  warn  them  concerning  mislead- 
ing discharge  information. 

Medicare  Part  A 
Eligibility 

Individuals  are  eligible  for  Part  A  Medicare  ben- 
efits if  they: 

•  Are  age  65  or  over,  and  are  eligible  for  so- 
cial security  or  railroad  retirement  benefits; 
or 

•  Are  under  age  65  and  have  been  entitled  for 
not  less  than  24  months  to  social  security 
benefits  or  railroad  retirement  benefits  on  the 
basis  of  disability;  or 

•  Have  end-stage  renal  disease. 

Coverage 

The  benefits  provided  to  an  individual  under 
Part  A  of  Medicare  consist  of  entitlement  to  have 
payment  made  on  his  behalf  for  inpatient  hospi- 
tal care,  post-hospital  nursing  facility  care,  home 
health  services  and  hospice  care. 

Inpatient  Hospital  Care 

There  are  up  to  90  days  in  each  benefit  period. 
A  new  benefit  period  begins  after  a  beneficiary 
has  not  been  an  inpatient  in  any  hospital  or  skilled 


nursing  facility  for  at  least  60  consecutive  days. 
Each  beneficiary  also  has  a  non-renewable  life- 
time reserve  of  60  days  of  inpatient  hospital  serv- 
ices that  he  may  draw  upon  whenever  he  is  hos- 
pitalized for  more  than  90  days  in  a  benefit  period. 
For  the  first  60  days  of  the  90-day  benefit  period, 
Medicare  pays  the  hospital  for  all  covered  serv- 
ices furnished  the  beneficiary  except  for  a  deduct- 
ible which  is  the  beneficiary's  responsibility.  For 
the  next  30  days,  Medicare  pays  for  all  covered 
services  except  for  a  daily  coinsurance  amount 
paid  by  the  beneficiary. 

The  term  "inpatient  hospital  services"  includes 
the  following  services  furnished  to  an  inpatient 
of  a  participating  hospital  or  a  qualified  hospital 
in  the  case  of  emergency  services  or  services  in 
foreign  hospitals: 

•  Bed  and  board; 

•  Nursing  services  and  other  related  services; 

•  Use  of  hospital  facilities; 

•  Drugs,  biologicals,  supplies,  appliances,  and 
equipment; 

•  Certain  other  diagnostic  or  therapeutic  serv- 
ices; and 

•  Medical  or  surgical  services  provided  by  cer- 
tain interns  or  residents-in-training. 

Post-hospital  Skilled  Nursing  Facility  Care 

Up  to  100  days  of  SNF  care  are  available  in  each 
benefit  period  after  discharge  from  a  hospital  af- 
ter a  stay  of  at  least  3  consecutive  calendar  days, 
not  counting  the  day  of  discharge.  For  the  first 
20  days  Medicare  pays  for  all  covered  services. 
The  beneficiary  pays  a  daily  coinsurance  for  the 
21st  through  100th  day. 

The  term  "post-hospital  SNF  Care"  includes  the 
following  services  furnished  to  an  inpatient  of  a 
participating  SNF  or  a  hospital  that  has  a  swing- 
bed  approval: 

•  Nursing  care  provided  by  or  under  the  super- 
vision of  a  registered  professional  nurse; 

•  Bed  and  board  in  connection  with  the  fur- 
nishing of  that  nursing  care; 

•  Physical,  occupational,  or  speech  therapy; 

•  Medical  social  services; 

•  Drugs,  biologicals,  supplies,  appliances,  and 
equipment; 

•  Certain  medical  services  provided  by  an  in- 
tern or  resident-in-training; 
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•  Certain  other  diagnostic  or  therapeutic  serv- 
ices; and 

•  Other  services  that  are  necessary  to  the  health 
of  the  patient  and  are  generally  provided  by 
SNFs. 

Home  Health  Visits 

Medicare  pays  for  100  visits  within  one  year 
after  the  later  of  (1)  the  individual's  most  recent 
discharge  from  a  hospital,  following  a  stay  of  at 
least  3  consecutive  days,  or  (2)  the  individual's 
most  recent  discharge  from  a  SNF. 

The  term  "home  health  services"  includes  the 
following  items  and  services: 

•  Part-time  or  intermittent  nursing  care  pro- 
vided by  or  under  the  supervision  of  a  regis- 
tered professional  nurse; 

•  Physical,  occupational,  or  speech  therapy; 

•  Medical  social  services  provided  under  the 
direction  of  a  physician; 

•  Part-time  or  intermittent  services  of  a  home 
health  aide; 

•  Medical  supplies  (other  than  drugs  and  bio- 
logicals)  and  the  use  of  medical  appliances; 
and 

•  In  the  case  of  a  home  health  agency  that  is 
affiliated  or  under  common  control  with  a 
hospital,  medical  services  provided  by  an  in- 
tern or  a  resident-in-training  of  that  hospi- 
tal under  an  approved  teaching  program. 

Hospice  Care 

In  order  to  be  eligible  to  elect  hospice  care  an 
individual  must  be  entitled  to  Part  A  of  Medicare 
and  not  expected  to  live  for  more  than  6  months. 
The  beneficiary  may  elect  to  receive  hospice  care 
for  two  periods  of  90  days  and  one  subsequent 
period  of  30  days.  If  a  beneficiary  elects  to  receive 
hospice  care,  he  must  choose  to  receive  his  care 
from  a  hospice  program  and  give  up  his  right  to 
receive  most  other  Medicare  benefits.  However, 
the  election  is  revocable. 

The  hospice  care  benefits  covered  by  Medicare 
include  the  following  services  and  supplies: 

•  Nursing  care  provided  by  or  under  the  super- 
vision of  a  registered  professional  nurse; 


•  Medical  social  services  provided  by  a  social 
worker  under  the  direction; 

•  Physician's  services; 

•  Counseling  services; 

•  Short-term  inpatient  care  provided  in  a  par- 
ticipating hospice  inpatient  unit  or  a  partici- 
pating hospital,  SNF,  or  ICF; 

•  Medicare  appliances  and  supplies,  including 
drugs  and  biological:  only  drugs  that  are  used 
primarily  for  the  relief  of  pain  and  symptom 
control  related  to  the  individual's  terminal 
illness  are  covered; 

•  Home  health  aide  services;  and 

•  Physical  therapy,  occupational  therapy  and 
speech  language  pathology  services  provided 
for  purposes  of  symptoms  control  or  to  en- 
able the  individual  to  maintain  activities  of 
daily  living  and  basic  functional  skills. 


Exclusions  From  Coverage 

Congress,  in  the  Social  Security  Act,  directly 
addressed  the  issue  of  what  services  would  not 
be  paid  for  under  both  Part  A  and  B.  In  total  there 
were  approximately  14  entries  indicating  types  of 
exclusion.  The  entries  fell  roughly  into  three  broad 
categories.  More  than  half  of  the  entries  pertained 
not  to  specific  excluded  services  but  to  any  serv- 
ices that  were  covered,  in  the  beneficiary  case,  by 
some  other  party,  such  as  a  state  or  local  gov- 
ernment, the  Veterans  Administration,  or  under 
a  workers  compensation  law  or  a  liability  insur- 
ance policy  such  as  automobile  liability  coverage. 

In  a  second  category  of  exclusion  from  payment 
under  both  Part  A  and  B,  Congress  explicitly  in- 
dicated certain  services  that  would  not  be  cov- 
ered. These  include  routine  physical  checkups, 
eyeglasses,  hearing  aids,  immunizations,  ortho- 
pedic shoes,  certain  kinds  of  foot  care,  personal 
comfort  items,  and  cosmetic  surgery. 

The  last  group,  but  perhaps  the  most  critical, 
under  which  most  denials  are  probably  made,  is 
that  which  calls  for  judgment  on  the  part  of  some 
entity,  such  as  an  intermediary,  HCFA,  or  the 
PROs,  as  to  items  or  services  that  are  reasonable 
or  necessary  for  the  treatment  of  illness,  and  what 
services  constitute  merely  custodial  care. 
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The  statute  provides  that  no  payment  shall  be 
made  for  any  expenses  incurred  for  items  or  serv- 
ices which  are  not  reasonable  and  necessary  for 
the  diagnosis  or  treatment  of  illness  or  injury  or 
to  improve  the  functioning  of  a  malformed  body 
member.  That  statute  states  that  this  includes: 

•  hospice  care  that  is  not  reasonable  and  nec- 
essary for  the  palliation  or  management  of 
terminal  illness; 

•  the  use  of  pneumococcal  vaccine  or  hepati- 
tis B  vaccine  if  it  is  not  reasonable  and  nec- 
essary for  the  prevention  of  illness;  and 

•  clinical  care  items  and  services  that  are  not 
reasonable  and  necessary  to  carry  out  the 
purposes  of  the  Prospective  Payment  Assess- 
ment Commission's  research  and  experimen- 
tation endeavors,  as  provided  by  law  Section 
1886(e)(6). 

It  is  under  this  broad  category  that  HCFA  has 
developed  and  maintains  a  list  of  particular  pro- 
cedures and  items,  such  as  durable  medical  equip- 
ment, that  are  either  covered  or  not  covered  un- 
der Part  A  and  Part  B — accompanied  in  some 
instances  by  an  indication  of  particular  circum- 
stances under  which  the  procedure,  item,  or  de- 
vice might  be  covered. 

Procedures  addressed  under  Part  A  as  covered 
under  certain  restricted  circumstances,  include 
ultrasonic  surgery,  vitrectomy,  and  induced  le- 
sions of  nerve  tracts.  Procedures  not  covered  in- 
clude acupuncture,  heart  transplants,  and  carotid 
body  resections.  The  screening  list  for  durable 
medical  equipment  included  in  both  the  Medicare 
Carriers  (Part  B)  and  Part  A  Intermediary  Man- 
ual include  coverage  denial  for  such  equipment 
as  adjust-a-beds,  autolifts,  bathtub  seats,  and  elec- 
tric hospital  beds. 

Determination,  Reconsideration 
and  Appeals  Process  of  Part  A 
Benefit  Claims 

When  a  bill  containing  a  request  for  payment 
for  Part  A  benefits  is  submitted  to  the  intermedi- 
ary by  a  participating  provider  of  services,  the 
intermediary  approves,  denies,  or  partially  denies 
the  claim.  If  the  claim  is  paid  or  partially  paid, 
the  Administration  sends  the  beneficiary  a  utili- 


zation notice.  In  instances  where  the  beneficiary 
has  requested  payment,  but  no  payment  or  only 
partial  payment  is  made,  a  disallowance  letter  is 
sent  by  the  intermediary  to  the  beneficiary. 

As  indicated  in  the  introductory  summary  the 
appeals  process  for  disallowance  or  denial  under 
Part  A  is  not  uniform  and  the  particular  issue  de- 
termines which  of  several  appeals  processes  is 
applicable.  The  determinations  made  regarding 
Part  A  beneficiary  claims  can  perhaps  best  be  un- 
derstood as  representing  four  different  types  or 
categories  with  their  own  review  procedures  and 
appeal  mechanisms.  In  the  first  category  are  those 
issues  generally  pertaining  to  the  coverage  and  the 
amount  of  benefits  to  be  paid  to  entitled  individ- 
uals under  Part  A  as  opposed  to  the  issue  of  en- 
titlement. 

The  second  category  involves  a  determination 
regarding  issues  that  also  have  a  direct  effect  on 
the  amount  of  benefits  paid  but  which  now  with 
regard  to  inpatient  hospital  services  fall  within  the 
jurisdiction  of  the  PROs  and  are  subject  to  a  some- 
what different  appeals  process:  this  is  the  deter- 
mination regarding  the  medical  necessity  of  the 
services  and  whether  or  not  the  services  were  cus- 
todial. 

The  third  type  of  determination  is  directly  re- 
lated to  that  just  set  forth,  medical  necessity  and 
custodial  care.  It  involves  a  process,  called  waiver 
of  liability,  by  which  liability  for  actual  payment 
may  be  waived,  notwithstanding  a  denial  of  pay- 
ment determination.  Again,  for  inpatient  hospi- 
tal services,  this  determination  is  made  by  the 
PROs. 

The  last  is  a  determination  relating  to  an  indi- 
vidual's entitlement  to  Part  A  benefits.  This  de- 
termination is  made  by  the  Social  Security  Admin- 
istration. 

The  following  is  an  explanation  of  all  four  cat- 
egories with  an  emphasis  on  that  aspect  of  Part 
A  coverage  that  pertains  specifically  to  inpatient 
hospital  services. 

Determinations  Regarding  Benefit 
Coverage  and  Amount  of  Payment 

Initial  Intermediary  Determination. — Under 
this  category  an  initial  determination  by  the  in- 
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termediary  with  respect  to  a  beneficiary  request 
for  payment  for  Part  A  benefits  includes  the  fol- 
lowing types  of  issues: 

•  Coverage  of  items  and  services  furnished; 

•  The  amount  of  an  applicable  deductible; 

•  The  application  of  the  coinsurance  feature; 

•  The  number  of  days  of  inpatient  hospital 
benefits  utilized  during  a  spell  of  illness  or 
for  purposes  of  the  inpatient  psychiatric  hos- 
pital 190-day  lifetime  maximum; 

•  The  number  of  days  of  the  60-day  lifetime 
reserve  utilized  for  inpatient  hospital  coverage; 

•  The  number  of  skilled  nursing  facility  days 
utilized; 

•  The  number  of  home  health  visits  utilized; 

•  The  physician  certification  requirement; 

•  The  request  for  payment  requirement; 

•  The  beginning  and  ending  of  a  spell  of  illness; 

•  The  medical  necessity  of  services  (made  by 
the  PROs  for  inpatient  hospital  services); 

•  A  determination  with  respect  to  the  waiver 
of  liability  provisions  (made  by  the  PROs  for 
inpatient  hospital  services); 

•  Any  other  issues  having  a  present  or  poten- 
tial effect  on  the  amount  of  benefits  to  be  paid 
under  Part  A,  including  a  determination  as 
to  whether  there  has  been  an  overpayment 
or  underpayment  of  benefits  paid  under  Part 
A,  and  if  so,  the  amount;  and 

•  Whether  a  waiver  of  adjustment  or  recovery 
is  appropriate  when  an  overpayment  has 
been  made  with  respect  to  an  individual. 

The  initial  decision  is  final  and  binding  upon 
the  beneficiary  unless  it  is  reconsidered  or  revised. 

Reconsideration.— A  beneficiary  has  a  right  to 
a  reconsideration  of  the  initial  intermediary  de- 
termination regardless  of  the  amount  in  contro- 
versy. The  request  for  reconsideration  must  be 
filed  within  60  days  of  receipt  of  the  notice  of  ini- 
tial determination  at  an  office  of  the  Social  Secu- 
rity Administration  or  the  Health  Care  Financ- 
ing Administration  (HCFA). 

Administrative  Hearing.— A  beneficiary  has  a 
right  to  a  hearing  regarding  an  initial  determina- 
tion if: 

•  the  initial  determination  has  been  reconsi- 


dered by  the  Health  Care  Financing  Admin- 
istration; 

•  the  amount  in  controversy  is  $100  or  more. 

The  hearing  is  held  before  an  administrative  law 
judge  of  the  Office  of  Hearings  and  Appeals  which 
is  one  of  the  major  components  of  the  Social  Secu- 
rity Administration.  The  Office  is  administrative- 
ly responsible  to  the  Commissioner  of  Social  Secu- 
rity and,  by  direct  delegation  from  the  Secretary 
of  Health  and  Human  Services,  derives  and  has 
final  authority  relating  to  the  holdings  of  hear- 
ings, the  rendering  of  decisions,  and  the  review 
of  decisions  in  connection  with  administrative  ap- 
peals from  reconsideration  determinations  made 
under  title  II  (old-age,  survivors,  and  disability 
insurance)  and  Part  A  of  title  XVIII  (Medicare) 
of  the  Social  Security  Act. 

The  next  step  is  to  request  review  by  the  Ap- 
peals Council  of  the  Office  of  Hearings  and  Ap- 
peals. The  Appeals  Council,  located  in  Washing- 
ton, D.C.,  is  composed  of  ten  members,  including 
a  Chairman  and  Deputy  Chairman.  The  Direc- 
tor and  Deputy  Director  of  the  Office  of  Hear- 
ings and  Appeals  serve  as  the  Chairman  and  Dep- 
uty Chairman,  respectively.  If  the  request  is 
denied,  the  beneficiary  may  nevertheless  proceed 
to  court  review. 

Judicial  Review. — A  beneficiary  may  obtain 
court  review  of  a  final  decision  of  the  adminis- 
trative law  judge  or  the  Appeals  Council  where 
the  amount  in  controversy  is  $1000  or  more  by 
filing  a  civil  action  in  a  district  court  of  the  United 
States  within  60  days  after  the  mailing  to  him  of 
the  decision  of  the  Appeals  Council  on  the  merits 
of  the  appeal  or  the  Council's  decision  to  deny 
review.  The  action  may  be  brought  in  the  federal 
district  court  in  which  the  beneficiary  resides  or 
has  his  principal  place  of  business  or  in  the  Dis- 
trict Court  of  the  United  States  for  the  District 
of  Columbia. 

PRO  Determinations 

Medical  Necessity  Determination  Appeals  Proc- 
ess.— The  fiscal  intermediary  and  HCFA  still  have 
authority  under  the  regulations  to  determine 
whether  the  services  rendered  to  the  beneficiary 
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were  medically  necessary  and  appropriate  and  did 
not  constitute  custodial  care.  However,  Congress 
in  Section  1862(g)  of  the  Social  Security  Act  has 
required  the  Secretary  in  making  these  types  of 
determinations  to  enter  into  contracts  with  the 
PROs,  and  separately,  in  Section  1151  through 
Section  1154,  has  required  the  PROs  to  make  de- 
terminations of  medical  necessity  and  custodial 
care  for  some  or  all  of  the  services  performed  in 
its  geographic  area  of  responsibility. 

The  Department's  interpretation  of  the  statute 
and  present  policy  is  to  defer  to  the  authority  of 
the  PROs  with  regard  to  these  responsibilities. 
Thus,  the  PRO  Manual  provides  that  if  an  item 
or  service  identified  by  the  fiscal  intermediary  re- 
quires a  medical  necessity  determination,  it  is  to 
be  referred  to  the  PRO  for  review.  Further,  if  the 
item  or  service  is  to  be  denied,  a  denial  notice  is 
to  be  issued  by  the  PRO. 

HCFA,  however,  made  it  clear  in  the  pream- 
ble to  the  PRO  regulations,  published  in  April 
1985,  that  the  PRO's  determination  did  not  other- 
wise supercede  HCFA's  authority  to  enforce  the 
coverage  provisions  of  the  statute.  It  acknowl- 
edged that  it  was  bound  by  a  PRO  determination 
with  respect  to  a  medical  necessity  issue  but  that 
it  would  continue  to  make  coverage  determina- 
tions on  other  bases,  including  whether  the  serv- 
ice was  a  statutorily  excluded  service.  Thus,  al- 
though a  service  may  have  been  medically  nec- 
essary, it  might  be  a  service  that  is  not  covered 
under  Medicare. 

The  ramification  of  this  split  responsibility  is 
that  the  review  and  appeals  process  differs  from 
that  of  the  intermediaries'  determinations  in  the 
following  manner. 

•  First,  a  beneficiary's  appeal  of  a  PRO's  ini- 
tial decision  goes,  not  to  HCFA,  but  back  to 
the  PRO  itself. 

•  Secondly,  the  amounts  in  controversy  re- 
quired for  administrative  and  judicial  appeal 
differ  from  those  applicable  to  intermediary 
determinations.  As  with  the  latter,  they  are 
also  statutorily  provided  but  are  $200  and 
$2000  respectively  instead  of  $100  and  $1000. 

•  The  beneficiary  also  has  a  right  to  PRO  re- 
view of  a  coding  change  resulting  from  PRO 
DRG  validation.  However,  this  review  is  lim- 


ited and  governed  by  yet  different  rules.  It 
will  be  treated  separately  after  the  following 
description  of  the  appeals  process  for  PRO 
determinations  regarding  medical  necessity, 
appropriateness,  and  custodial  care. 

Initial  Decision  (See  Attachment  II  for  HCFA 
diagram  of  PRO  appeals  process). — The  PRO 
makes  an  initial  denial  determination  involving 
the  issues  of  medical  necessity,  appropriateness 
of  the  inpatient  setting  in  which  services  were  fur- 
nished, and  whether  or  not  the  care  was  custodial. 
Notice  of  a  denial  must  be  sent  to  the  benefici- 
ary, physician,  provider,  and  the  fiscal  inter- 
mediary. 

The  notice  must  be  delivered  to  beneficiaries 
in  the  facility  or  mailed  to  those  no  longer  in  the 
facility,  within  the  following  time  periods: 

•  For  admission  review  when  performed  while 
the  patient  is  still  in  the  facility  by  the  first 
working  day  after  the  initial  denial  determi- 
nation; 

•  For  continued  stay  review  (e.g.,  outliers  in 
facilities  under  a  prospective  payment  sys- 
tem)— by  the  first  working  day  after  the  ini- 
tial denial  determination  if  the  beneficiary  is 
still  in  the  facility,  and  within  three  work- 
ing days  of  the  initial  determination  if  the 
beneficiary  has  been  discharged; 

•  For  preprocedure  review — before  the  proce- 
dure is  performed; 

•  For  preadmission  review — before  admission; 

•  If  identification  as  a  Medicare  program  pa- 
tient has  been  delayed  but  medical  review  has 
been  completed — within  three  working  days 
of  identification  as  a  Medicare  beneficiary; 

•  For  retrospective  review  (i.e.,  review  con- 
ducted after  services  are  provided  to  a  pa- 
tient), excluding  DRG  validation  and  post- 
procedure review — within  three  working 
days  of  the  initial  denial  determination  (this 
does  not  include  the  time  involved  in  discuss- 
ing proposed  initial  denial  determinations 
with  the  attending  physician);  and 

•  For  post-procedure  review — within  three 
working  days  of  the  initial  denial  determi- 
nation. 

PRO  Reconsideration. — A  Medicare  benefici- 
ary who  is  dissatisfied  with  a  PRO  initial  denial 
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determination  that  services  furnished  or  proposed 
to  be  furnished  are  not  reasonable,  necessary,  or 
delivered  in  the  most  appropriate  setting,  is  enti- 
tled to  a  reconsideration  by  the  PRO  that  made 
the  initial  denial  determination .  The  provider  and 
physician  are  also  entitled  to  a  reconsideration. 
The  reconsideration  reviewer  must  be  a  specialist 
in  the  type  of  services  under  review,  but  cannot 
be  the  individual  who  made  the  initial  determi- 
nation. 

A  request  for  reconsideration  must  be  filed 
within  60  days  after  the  receipt  of  the  notice  of 
the  initial  denial.  A  request  for  an  expedited  recon- 
sideration of  a  preadmission  denial  determination 
must  be  submitted  within  three  days  after  receipt 
of  the  notice  of  the  initial  denial  determination. 
The  written  notice  of  the  PRO's  reconsideration 
determination  must  be  sent  to  the  beneficiary 
within  the  following  time  limits: 

•  Within  3  working  days  if  the  beneficiary  is 
still  an  inpatient  in  a  hospital; 

•  Within  3  working  days  if  the  determination 
was  a  preadmission  denial; 

•  Within  10  working  days  if  the  beneficiary  is 
an  inpatient  in  a  SNF;  and 

•  Within  30  working  days  if  the  beneficiary  is 
no  longer  an  inpatient  in  a  hospital  or  SNF. 

Hearing. — Only  the  beneficiary  has  appeal 
rights  beyond  reconsideration  regarding  a  denial 
of  payment  decision.  The  statute  itself  does  not 
give  further  appeal  rights  to  providers  or  practi- 
tioners. The  beneficiary  must  file  a  request  for  a 
hearing  within  60  days  of  receipt  of  the  notice  of 
the  PRO  reconsideration.  The  amount  in  con- 
troversy must  be  at  least  $200. 

The  hearing  is  held  before  an  administrative  law 
judge  of  the  Office  of  Hearings  and  Appeals.  The 
next  step  is  to  request  review  by  the  Appeals 
Council  of  the  Office  of  Hearings  and  Appeals. 
However,  if  the  request  is  denied,  the  benefici- 
ary may  nevertheless  proceed  to  court  review. 

Judicial  Review. — The  beneficiary  may  obtain 
judicial  review  of  an  Appeals  Council  decision, 
or  the  decision  of  an  administrative  law  judge  by 
filing  a  civil  action  in  federal  court  within  60  days 
after  the  date  the  beneficiary  received  notice  of 
the  decision  of  the  Appeals  Council  on  the  request 
or  its  decision  to  deny  review.  The  amount  in  con- 
troversy must  be  $2000  or  more. 


Problem  of  Denial  of  Coverage  for  Continued 
Inpatient  Services. — With  regard  to  the  appeals 
process  just  discussed,  one  aspect  has  already 
proven  to  be  problematic — the  situation  of  an  in- 
patient who,  in  the  judgment  of  either  the  PRO 
or  the  hospital,  no  longer  requires  inpatient  hos- 
pital care.  The  issue  has  arisen  as  to  whether  the 
appeals  process,  specifically  at  the  reconsidera- 
tion stage  as  discussed  above,  is  adequate  to  pre- 
vent the  phenomenon  of  premature  discharges. 

A  request  for  reconsideration  of  a  PRO  denial 
decision  by  a  beneficiary  who  is  still  an  inpatient 
in  a  hospital  could  arise  in  two  ways:  (1)  a  PRO, 
in  reviewing  a  specific  case  concurrently  with  re- 
spect to  any  of  its  review  responsibilities,  deter- 
mines that  the  beneficiary  no  longer  requires  in- 
patient hospital  care,  and  the  beneficiary  requests 
a  reconsideration;  or  (2)  the  hospital  itself  deter- 
mines that  the  beneficiary  no  longer  requires  in- 
patient hospital  care  and  informs  the  beneficiary. 

There  is  an  established  procedure  provided  by 
regulation  that  the  hospital  must  follow  in  ren- 
dering its  denial  of  continued  coverage  determi- 
nation. The  required  process  is  set  forth  first,  fol- 
lowed by  the  criticisms  that  have  been  articulated. 

The  Process. — A  hospital  may  issue  a  denial  of 
continued  coverage  during  a  stay  if  the  hospital 
determines  that  the  beneficiary  no  longer  requires 
inpatient  hospital  care.  The  phrase,  "inpatient 
hospital  care,"  includes  cases  where  a  beneficiary 
needs  a  SNF  level  of  care.  This  also  means  that 
a  hospital  may  find  that  a  patient  awaiting  SNF 
placement  no  longer  requires  inpatient  hospital 
care  because  either  a  SNF-level  bed  has  become 
available  or  the  patient  no  longer  requires  SNF- 
level  care. 

The  hospital  must  obtain  the  agreement  of  the 
attending  physician.  If  the  attending  physician 
does  not  agree,  the  hospital  may  request  imme- 
diate review  of  the  case  by  the  PRO.  Concurrence 
by  the  PRO  serves  in  lieu  of  the  physician's 
agreement. 

The  hospital  must  notify  the  beneficiary  in  writ- 
ing that: 

1.  It  is  the  hospital's  determination  with  the 
concurrence  of  the  attending  physician  or  the 
PRO,  that  the  beneficiary  no  longer  requires 
inpatient  hospital  care; 
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2.  The  patient  will  be  liable  for  the  hospital's 
customary  charges  for  continued  stay,  be- 
ginning with  the  third  day  after  receipt  of 
the  notice; 

3.  If  the  patient  immediately  requests  a  review 
of  the  notice  or  remains  in  the  hospital  after 
he/she  becomes  liable,  the  PRO  will  make 
a  formal  determination  of  the  medical  neces- 
sity and  appropriateness  of  the  hospitaliza- 
tion (in  the  case  of  a  hospitalized  patient's 
request,  the  PRO  must  respond  within  three 
working  days  of  its  receipt); 

4.  This  formal  determination  is  subject  to  a  re- 
consideration at  the  request  of  the  patient, 
hospital,  or  attending  physician;  and 

5.  Any  moneys  for  continued  stay  collected  by 
the  hospital  will  be  refunded  by  the  hospi- 
tal, if  a  finding  is  subsequently  made  that  the 
patient  required  continued  inpatient  hospi- 
tal care. 

In  addition  to  this  procedure,  the  PROs  have 
the  responsibility  to  monitor  hospital  notices  for 
denial  of  continued  stay.  The  hospital  must  iden- 
tify all  such  cases  to  the  PRO.  In  turn,  the  PROs 
are  required  to  review  a  monthly  random  sam- 
ple of  the  denial  notices  to  assure  that  they  are 
correct  and  do  not  mislead  the  beneficiary  or  mis- 
state the  authority  or  responsibility  of  the  hospi- 
tal in  issuing  the  notice.  Specifically,  the  notice 
cannot  contain: 

1.  Statements  and  implications  that  the  deci- 
sion to  terminate  the  inpatient  services  was 
not  made  by  the  hospital,  but  by  someone 
else,  e.g.,  by  Medicare; 

2.  Inaccurate  determination  of  beneficiary  re- 
sponsibility for  payment; 

3.  Inappropriate  grace  period  given  to  the  ben- 
eficiary; 

4.  An  implication  that  there  is  a  limit  on  the 
number  of  days  "allowed"  by  Medicare  for 
a  DRG. 

Criticisms. — The  hospital  denial  of  coverage 
process  as  set  forth  above  has  evoked  criticisms 
by  a  number  of  beneficiary  rights  organizations. 
As  one  such  organization,  the  National  Health 
Law  Program,  testified  before  a  Congressional 
hearing  that  patients'  reports  usually  assume  a: 


.  .  .  remarkably  similar  form:  some  hospital  rep- 
resentative has  told  the  patient  and  /or  relative 
that  they  must  leave  in  short  order  (commonly 
within  a  day).  Commonly  they  are  told  that  their 
Medicare  coverage  has  'run  out.'  The  communi- 
cations are  by  word-of-mouth;  written  'notice' 
is  rarely  involved. 

The  testimony  further  indicates  that  in  cases 
where  written  notice  was  given,  the  notices  were 
defective  in  various  respects.  For  example,  they 
did  not  clarify  appeals  rights  and  failed  to  advise 
patients  of  their  right  to  two  additional  grace 
days. 

Beneficiary  organizations  also  criticize  the  fact 
that  the  notification  process  is  not  required  in  all 
cases  where  a  hospital  seeks  to  discharge  a  bene- 
ficiary, but  applies  only  where  a  hospital  expressly 
notifies  the  beneficiary  that  it  will  seek  to  charge 
a  beneficiary  for  a  continued  stay.  Hospitals,  it 
is  argued,  should  be  required  to  give  such  notice 
whenever  they  seek  to  discharge  a  beneficiary; 
such  a  requirement  would  not  only  directly  ben- 
efit beneficiaries  but  would  also  produce  a  valu- 
able data  base  from  which  Congress,  DHHS,  and 
the  PROs  would  be  more  accurately  informed 
about  how  PPS  was  actually  operating. 

Finally,  the  beneficiary  organizations  believe 
that  the  time  limits  for  PRO  reconsideration  of 
an  appeal  from  a  beneficiary  who  is  still  an  inpa- 
tient are  detrimental  to  the  beneficiary.  As  seen 
above,  the  regulations  provide  that  the  PRO  must 
send  written  notice  to  the  beneficiary  within  3 
working  days  after  the  PRO  receives  the  request 
from  a  beneficiary  in  the  hospital.  Under  these 
circumstances,  the  beneficiary  could  incur  possi- 
bly 2  to  5  days  of  hospital  charges  if  the  decision 
was  not  in  his/her  favor.  The  organizations  rec- 
ommend that  the  review  be  held  and  decided  dur- 
ing the  period  in  which  the  beneficiary  is  exempt 
from  charges.  That  period,  as  noted  above,  is  2 
days  following  the  hospital's  notice  of  denial  of 
further  coverage. 

DRG  Validation  Appeals. — In  addition  to  the 
appeals  process  described  above,  a  beneficiary 
also  has  another  appeal  right  that  lies  within  the 
PROs'  jurisdiction.  It  is  a  limited  right  of  appeal, 
shared  by  the  practitioner  and  the  provider,  re- 
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garding  PRO  DRG  validation  decisions,  as 
follows: 

•  A  beneficiary  may  obtain  a  review  of  a  PRO 
DRG  coding  change  only  if  that  change  re- 
sults in  noncoverage  of  a  furnished  service. 

•  A  provider  or  practitioner  dissatisfied  with 
a  change  to  the  diagnostic  or  procedural  cod- 
ing information  made  by  a  PRO  as  a  result 
of  DRG  validation  may  obtain  review  if  (1) 
the  change  caused  assignment  of  a  different 
DRG,  and  (2)  resulted  in  a  lower  payment. 

•  No  additional  review  or  appeals  is  provided 
for  any  party. 


Waiver  of  Liability 

As  already  discussed,  the  Social  Security  Act, 
implemented  by  various  regulations  and  program 
instructions,  distinguishes  covered  from  noncov- 
ered  services.  Normally,  a  hospital  charges  the 
beneficiary  for  noncovered  items  and  services  ex- 
cept under  certain  limited  circumstances.  One  ma- 
jor circumstance  is  when  payment  has  been  de- 
nied because  the  services  have  been  determined 
to  be  medically  inappropriate  or  unnecessary,  or 
to  constitute  custodial  care,  and  the  beneficiary, 
to  whom  the  services  were  provided,  did  not 
know  and  could  not  reasonably  have  been  ex- 
pected to  know  that  the  services  were  excluded 
from  coverage. 

The  genesis  of  this  financial  relief  is  Section  1879 
of  the  Social  Security  Act  which  provides  relief 
for  both  the  beneficiary  and  the  provider  if  they 
meet  the  test  that  they  "did  not  know  or  could 
not  reasonably  have  been  expected  to  know  that 
payment  would  not  be  made  for  such  items  or 
services.  .  .  ."  The  criteria  for  meeting  this  test 
are  different  for  the  beneficiary  and  the  provider. 
Further,  the  Secretary  implemented  changes  in 
March  1986  in  the  test  for  providers  aimed  at 
tightening  and  narrowing  its  application.  The 
overall  rule  is  generally  referred  to  as  limitation 
of  liability  or  "waiver  of  liability"  for  disallowed 
claims. 

The  Beneficiary.— The  presumption  is  made 
that  the  beneficiary  did  not  know  (and  could  not 
have  known)  that  services  would  not  be  covered 
unless  the  claim  file  indicates  that  written  notice 


was  given  to  the  beneficiary.  The  courts  have  held 
that  under  Medicare  regulations  an  individual  is 
presumed  not  to  know  that  further  care  is  being 
excluded.  Therefore,  the  government  has  the  bur- 
den to  prove  that  the  beneficiary  had  actual 
knowledge  by  presenting  clear  and  unequivocal 
evidence  of  such.  Malvasi  v.  Harris,  U.S.  Dis.  Ct. 
of  the  Northern  District  of  N.Y.,  No.  79-CV-635, 
July  30, 1980.  However,  it  is  HCFA's  position  that 
a  determination  of  noncoverage  for  a  particular 
beneficiary  with  regard  to  a  certain  service  could 
preclude  future  payments  under  waiver  of  liabil- 
ity for  a  similar  service  for  the  same  beneficiary 
since  the  beneficiary  was  on  notice  of  non- 
coverage. 

Responsibility  for  determining  waiver  of  liabil- 
ity for  both  the  beneficiary  and  the  provider  with 
respect  to  inpatient  hospital  care  has  been 
delegated  to  the  PROs.  They  are  also  responsi- 
ble for  waiver  statistics  (i.e.,  denial  rates  and  rate 
of  incorrect  hospital  issued  notices  of  noncover- 
age) for  purposes  of  determining  whether  to  re- 
voke a  provider's  favorable  presumption  (see  in- 
fra); rebuttal  of  waiver  on  a  case-by-case  basis; 
and  issuance  of  notices  on  waiver  status. 

A  beneficiary  may  appeal  the  initial  decision 
of  a  PRO  on  the  waiver  issue.  The  review  and 
appeals  process,  however,  is  a  hybrid  between  the 
two  appeals  processes  already  discussed — that  of 
fiscal  intermediary  determinations  and  PRO  de- 
terminations. The  PRO  makes  the  initial  and 
reconsideration  determination  instead  of  the  fis- 
cal intermediary  and  HCFA.  However,  the 
amounts  in  controversy  are  the  same  as  those  for 
intermediary/HCFA  determinations  and  not  those 
of  PRO  determinations;  i.e.,  the  beneficiary  can 
appeal  a  PRO  reconsideration  to  an  administra- 
tive law  judge  if  the  amount  in  controversy  is  $100 
or  more  (not  $200  or  more). 

The  beneficiary  can  further  appeal  the  decision 
of  the  administrative  law  judge  (or  that  of  the  Ap- 
peals Council  if  it  has  accepted  review)  to  the  fed- 
eral courts,  if  the  amount  in  controversy  is  $1000 
or  more  (not  $2000  or  more).  Even  if  the  benefi- 
ciary has  been  held  not  liable  for  payment  for  de- 
nied coverage,  the  beneficiary  is  allowed  to  ob- 
tain a  reconsideration  or  hearing  of  the  coverage 
issue  in  dispute.  Part  of  the  reason  for  allowing 
reconsideration  and  appeal  under  such  circum- 
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stances  is  that  no  supplemental  insurance  policy 
will  pay  the  portion  not  covered  by  Medicare,  if 
the  PRO  has  issued  a  denial  involving  medical  ne- 
cessity. 

The  Provider. — HFC  A  has  promulgated  a  new 
regulation,  effective  March  24,  1986,  regarding 
the  application  of  waiver  of  liability  to  providers, 
practitioners  and  suppliers  of  Medicare  services 
under  both  Part  A  and  B.  Formerly,  HFC  A  ap- 
plied an  administrative  mechanism  commonly 
known  as  the  favorable  presumption  in  determin- 
ing whether  a  hospital,  skilled  nursing  faculty,  or 
home  health  agency  should  be  held  liable  for  fur- 
nishing a  noncovered  service.  The  new  regulation 
discontinues  use  of  the  favorable  presumption  and 
replaces  it  with  a  case  by  case  determination  of 
liability. 

Entitlement  Determinations 

•  Questions  and  complaints  involving  an  individ- 
ual's entitlement  to  benefits,  i.e.,  insured  sta- 
tus or  enrollment  under  Part  A  are  referred  to 
the  Social  Security  Office  for  determination. 

•  A  beneficiary  may  request  reconsideration  of 
an  initial  determination  by  filing  for  review 
within  60  days  from  the  date  of  receipt  of  no- 
tice of  the  initial  determination. 

•  The  beneficiary  has  a  right  to  a  hearing  before 
an  administrative  law  judge,  possible  Appeals 
Council  review,  and  ultimately  appeal  to  a 
court  for  judicial  review. 

•  There  is  no  required  threshold  amount  in  con- 
troversy. An  appeal  can  be  taken  all  the  way 
through  court  review  regardless  of  the  amount 
in  controversy. 

Medicare  Part  B 
Eligibility 

The  Part  B  supplementary  medical  insurance 
program  is  a  voluntary  program  for  eligible  in- 
dividuals. An  individual  is  eligible  for  enrollment 
if  he: 

•  is  entitled  to  Part  A  benefits;  or 

•  has  attained  age  65  and  is  a  resident  of  the 
United  States  and  is  either  a  citizen,  or  an 
alien  lawfully  admitted  for  permanent  resi- 
dence who  has  resided  in  the  United  States 


continually  during  the  5  years  immediately 
preceding  the  month  in  which  he  applies  for 
enrollment. 

Coverage 

The  Part  B  program  provides  benefits  for  en- 
rollees  that  supplement  and  extend  the  benefits 
provided  by  Part  A  program .  Specifically  covered 
under  the  Part  B  program  are: 

•  medical  and  other  health  services:  these  serv- 
ices, numbering  17,  explicitly  defined  in  the 
law,  and  include  physicians  services,  outpa- 
tient hospital  services,  physical  therapy  serv- 
ices, ambulance  service,  prosthetic  devices, 
etc.; 

•  comprehensive  outpatient  rehabilitation 
faculty  services;  and 

•  outpatient  and  ambulatory  surgical  services. 

The  Part  B  program  is  financed  in  part  by  pre- 
mium payments  of  individuals  enrolled  in  the  pro- 
gram, or  premium  payments  of  the  states  on  be- 
half of  the  public  assistance  recipients  who  are 
enrolled  under  federal-state  agreement,  supple- 
mented by  contributions  from  funds  appropriated 
by  the  federal  government.  The  monthly  premium 
set  for  January  1986  through  December  1986  is 
$15.50. 

Exclusions  From  Coverage 

Please  refer  to  the  discussion  in  this  section  of 
exclusions  from  coverage  under  Part  A  which  per- 
tains to  both  Parts  A  and  B. 

Determination,  Reconsideration 
and  Appeals  Process  of  Part  B 
Benefit  Claims 

Determination  Regarding  Benefit  Amounts 

Initial  Determinations. — A  claim  for  Part  B 
benefit  is  normally  submitted  to  a  carrier.  How- 
ever, under  the  following  circumstances  Part  B 
claims  are  submitted  to  intermediaries: 

•  When  Part  B  "medical  and  other  health  serv- 
ices" are  furnished  by  a  participating  provid- 
er, outpatient  hospital  services  are  furnished 
by  a  participating  hospital 
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•  Nonemergency  Part  B  services  are  furnished 
by  a  nonparticipating  hospital  to  inpatients 
or  outpatients 

•  Part  B  ancillary  services  are  furnished  to  in- 
patients of  hospitals  and  skilled  nursing  fa- 
cilities for  whom  Part  A  benefits  are  not 
payable. 

An  initial  determination  includes  decisions  as 
to  whether  items  and  services  furnished  are 
covered: 

•  Whether  the  deductible  has  been  met; 

•  Whether  the  receipted  bill  or  other  evidence 
of  payment  is  acceptable; 

•  Whether  the  charges  for  items  or  services  fur- 
nished are  reasonable;  application  of  the  co- 
insurance feature;  the  medical  necessity  of 
services  and  supplies; 

•  The  amount  of  benefit  payable  and  to  whom 
it  should  be  paid;  and  if  the  items  or  serv- 
ices furnished  an  enrollee  by  a  physician  or 
a  supplier  pursuant  to  an  assignment  are  not 
covered  because  they  are  not  reasonable  and 
necessary,  whether  the  enrollee,  physician, 
or  supplier  knew  or  could  reasonably  have 
been  expected  to  know  that  the  items  or  serv- 
ices were  excluded  from  coverage. 

Review  Determination. — Any  enrollee  under 
Part  B  in  his  own  right  or  through  his  authorized 
representative  has  the  right  to  request  a  review 
determination  by  the  carrier  or  intermediary.  The 
request  can  be  filed  with  the  carrier,  an  SSA  of- 
fice or  with  HCFA.  An  enrollee  has  a  period  of 
6  months  after  the  date  of  notice  of  the  initial  de- 
termination within  which  to  request  a  review.  The 
review  is  made  on  the  basis  of  written  evidence 
without  personal  appearance  of  the  claimant. 

Hearing. — An  enrollee  can  request  a  "fair  hear- 
ing" if  he  is  not  satisfied  with  the  review  deter- 
mination, and  the  amount  in  controversy  is  $100 
or  more.  The  statute  itself  uses  the  term  "fair  hear- 
ing" and  imposes  the  requirement  of  the  amount 
in  controversy  of  $100  or  more. 

•  The  enrollee  must  request  the  hearing  within 
6  months  after  the  date  of  the  notice  of  the 
review  determination.  The  request  must  be 
filed  with  the  carrier  or  intermediary  or  at 
an  SSA  office  of  HCFA. 


•  A  fair  hearing  provides  an  opportunity  for 
the  claimant  to  appear  in  person  and,  if  he 
desires,  to  be  represented  by  legal  counsel  or 
by  any  other  qualified  individual.  However, 
the  claimant  may  waive  his  rights  to  appear 
personally. 

•  The  hearing  is  before  a  hearing  officer  des- 
ignated by  the  appropriate  official  of  the 
carrier. 

No  Judicial  Review. — There  is  no  further  re- 
view available.  The  Social  Security  Act  itself  does 
not  provide  for  any  appeal  to  the  Administration 
from  the  carrier's,  intermediary's,  or  hearing  of- 
ficer's decision  on  a  Part  B  claim  or  for  judicial 
review  of  the  fair  hearing  decision. 

Due  Process  Problems  Under  Part  B  of  Medi- 
care.— The  constitutional  adequacy  of  the  bene- 
ficiary appeals  process  under  Part  B  has  been  chal- 
lenged with  respect  to  two  major  issues.  The  first 
was  the  constitutionality  of  the  Part  B  fair  hear- 
ing procedures  provided  by  the  Secretary;  the  sec- 
ond was  a  challenge  to  the  lack  of  any  oral  hear- 
ing in  cases  where  the  amount  in  controversy  is 
less  than  $100. 

Fair  Hearings — Amount  in  Controversy  $100 
or  More. — Officers  who  preside  over  Part  B  fair 
hearings  are  appointed  by  and  serve  at  the  will 
of  the  carrier  and  may  even  be  past  or  current  em- 
ployees of  the  carrier.  The  United  States  District 
Court,  Northern  District  of  California,  held  that 
the  hearing  procedure  violated  due  process.  The 
court  found  that  the  impartiality  of  the  carrier's 
hearing  officers  was  compromised  by  prior  in- 
volvement and  pecuniary  interest,  and  that  ad- 
ditional safeguards  and  procedural  protection  was 
needed. 

Reversing,  the  Supreme  Court  held  that  there 
is  a  presumption  that  hearing  officers  are  unbi- 
ased, and  that  the  plaintiffs  failed  to  rebut  this 
presumption  by  showing  a  conflict  of  interest.  The 
Court  considered  it  significant  that  the  carriers 
pay  Part  B  claims  from  federal,  not  their  own, 
funds,  the  hearing  officers  salaries  are  paid  by  the 
Federal  Government,  and  the  carriers  operate  un- 
der contracts  requiring  compliance  with  standards 
prescribed  by  the  statute  and  the  Secretary.  The 
Court  further  held  that  no  additional  procedures 
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were  necessary.  Schweiker  v.  McClure,  456  U.S. 
188(1982). 

Hearing  Procedure  When  Amount  In  Contro- 
versy is  Less  Than  $100. — The  United  States 
Court  of  Appeals  for  the  District  of  Columbia  Cir- 
cuit held  that  even  though  Congress  in  the  stat- 
ute had  made  no  provision  for  a  hearing  in  cases 
where  the  amount  in  question  was  less  than  $100, 
it  had  not  intended  to  eliminate  the  opportunity 
for  any  type  of  oral  hearing  but  only  wanted  to 
prevent  the  expense  of  a  formal  full  "fair  hear- 
ing" when  such  small  amounts  were  in  con- 
troversy. 

The  court  declared  that  while  an  oral  hearing 
would  not  be  required  in  every  case,  it  should  be 
required  where  there  was  a  question  as  to  a  claim- 
ant's credibility  or  veracity.  Where  credibility  and 
veracity  were  not  at  issue,  due  process  require- 
ments were  satisfied  by  a  full  written  review  com- 
bined with  a  HCFA  offered  toll-free  telephone  sys- 
tem. Further,  the  court  in  an  earlier  judicial 
proceeding  had  held  that  the  notices  of  initial  de- 
cisions were  inadequate  because  the  carriers  did 
not  provide  an  understandable  explanation  of 
why  benefits  were  being  denied.  It  remanded  re- 
vised forms  to  the  United  States  District  Court 
for  further  review.  Gray  Panthers  v.  Schweiker, 
716  F.2d  23(D.C.  Cir.  1983);  See  also  652  f.2d 
146(D.C.  Cir.  1981). 

Whereas  the  District  of  Columbia  Court  of  Ap- 
peals had  found  the  carrier's  initial  determination 
notices  inadequate,  the  federal  District  Court  in 
the  Eastern  District  of  New  York  found  that  the 
review  determination  letters  were  unclear  and  did 
not  contain  adequate  information  regarding  the 
reasons  for  reimbursement  denial.  David  v.  Heck- 
ler, 591  F.Supp.  1033(E.D.  N.Y.  1984).  The  court 
was  scathing  in  its  criticism;  it  stated: 

The  fact  is  that  the  letters  are  written  at  a  level 
well  beyond  most  in  this  segment  of  the  popula- 
tion, with  no  discernable  added  benefit  from 
complexity  in  information  provided. 

The  language  used  is  bureaucratic  gobblede- 
gook,  jargon,  double  talk,  a  form  of  officialese, 
federalese  and  insuranceese,  and  doublespeak.  It 
does  not  qualify  as  English. 

HHS  has  simplified  the  notices  and  has  issued 
them  on  a  nationwide  basis. 


A  comprehensive  review  of  all  these  issues  and 
also  underpayment  problems  arising  from  inac- 
curate carrier  claims  processing  is  found  in  the 
GAO  letter  of  June  1985  to  Senator  John  Heinz 
in  response  to  his  request  for  information.  It  is 
available  in  the  Commerce  Clearing  House  Inc., 
Medicare  and  Medicaid  Guide  at  34,836. 

Waiver  of  Liability  Determinations 

The  concept  of  waiver  of  liability  applies  also 
to  Part  B,  as  provided  by  Congress  in  the  stat- 
ute. The  administrative  process  in  brief  is  as 
follows: 

•  The  decision  as  to  whether  the  beneficiary  and 
the  physician  or  supplier  are  entitled  to  waiver 
of  liability  is  not  made  at  the  time  of  initial 
claims  adjudication  but  only  at  the  time  of 
review. 

•  The  parties  to  a  review  may  seek  review  on 
both  coverage  and  waiver  of  liability  issues. 

•  In  the  review  and  hearing  process,  however, 
whether  or  not  any  party  has  raised  a  waiver 
issue,  a  waiver  of  liability  determination  will 
be  made  when  items  or  services  have  been  de- 
nied as  not  reasonable  and  necessary. 

•  The  same  review  procedures  apply  with  regard 
to  waiver  issues  as  prescribed  in  coverage  is- 
sues discussed  above.  Thus,  a  "fair  hearing"  will 
not  be  granted  unless  the  amount  in  controver- 
sy is  $100  or  more,  and  there  is  no  judicial 
review. 

Entitlement  Determinations 

•  As  with  Part  A  claims,  the  carrier  or  interme- 
diary refers  any  disputes  as  to  basic  entitlement, 
i.e.,  insured  status  or  enrollment  to  the  Social 
Security  Administration  for  determination. 

•  A  beneficiary  may  request  reconsideration  of 
an  initial  determination  by  filing  for  review 
within  60  days  from  the  date  of  receipt  of  no- 
tice of  the  initial  determination. 

•  The  beneficiary  has  a  right  to  a  hearing  before 
an  administrative  law  judge,  possible  Appeals 
Council  review,  and  ultimately  appeal  to  a 
court  for  judicial  review. 

•  There  is  no  required  threshold  amount  in  con- 
troversy. An  appeal  can  be  taken  all  the  way 
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through  to  court  review  regardless  of  the 
amount  in  controversy. 

Citations  and  References 

•  All  references  such  as  "Section  1811"  are  to  sec- 
tions of  the  Social  Security  Act.  The  copy  of 
the  Act  used  in  this  memorandum  is  that  pub- 
lished in  the  legal  service  called  the  Commerce 
Clearing  House,  Inc.  Medicare  and  Medicaid 
Guide  which  is  continually  updated. 

•  All  references  such  as  "42  CFR  405"  are  to  sec- 
tions of  the  federal  regulations  governing  Medi- 
care. Again,  the  secondary  source  used  herein 
for  the  regulations  is  the  Commerce  Clearing 
House,  Inc.  Guide.  References  such  as  50  FR 
5787  is  to  the  version  of  a  regulation  as  origi- 
nally published  in  the  Federal  Register  (with 
preamble)  as  a  proposed  rule  (NPRM)  or  Final 
Rule. 

•  All  references  such  as  CCH  Para.  4030  are  to 
sections  of  the  Commerce  Clearing  House  Guide 
which  discuss  the  point  at  issue.  These  sections 
are  cited  as  paragraphs,  para. 

•  Any  other  references  will  be  explicitly  indicated. 

Medicare  Part  A 

I.  Eligibility 

Section  1811;  42  CFR  408.5 

II.  Coverage 

Section  1861(b),  (i)(m),  (dd)(l);  42  CFR  Parts 
409,  418 

III.  Exclusions  From  Coverage 

Section  1862;  42  CFR  403.310-323;  CCH  Para. 
4025-4190 

IV.  Determination,  Reconsideration  and 
Appeals  Process  of  Part  a  Benefit  Claims 

A.  Determinations  Regarding  Benefit 
Amounts/Coverage 

Section  1869;  42  CFR  405.  701-750;  CCH  Para. 
13,470-13,480 


B.  PRO  Determinations 

•  Medical  Necessity  and  Appropriate- 
ness Determinations:  Problem  of  Hos- 
pital Denial  of  Continued  Inpatient 
Services  and  PRO  Monitoring 

Sections  1151-1155,  1862(g);  50  FR  15312- 
15335, 15364-15374;  42  CFR  412.92(c);  CCH  Para. 
12,855-12,890;  Medicare  Peer  Review  Organiza- 
tion Manual,  Transmittal  IM  85-2,  p.  63;  Testi- 
mony of  National  Health  Law  Program  before  the 
Senate  Special  Committee  on  Aging:  Hearings  on 
Medicare's  prospective  payment  system 

•  DRG  Validation 

Section  1866(a)(1)(F);  50  FR  15372 

C.  Waiver  of  Liability  Determinations 

Section  1879;  51  FR  6222(1986);  50  FR  15315, 
15331,  15365,  and  15372;  42  CFR  195,  196, 
405.332,  Medicare  Intermediary  Manual,  Part  3, 
Section  A3432.2,  Waiver  of  Liability  for  Hospi- 
tals Under  PPS  3/28/84;  CCH  Para.  11,260  and 
13,480 

D.  Entitlement  Determinations 

Section  1811,  1869;  20  CFR  404.901  et  seq.; 
CCH  Para.  13,500-  13,525 

Medicare  Part  B 

I.  Eligibility 

Section  1831;  42  CFR  405.525 

II.  Coverage 

Section  1832,  42  CFR  405.231 

III.  Exclusions  From  Coverage 

Section  1862;  42  CFR  403.310-323;  CCH  Para. 
4025-4190 

IV.  Determination,  Reconsideration  and 
Appeals  Process  of  Part  B  Benefit  Claims 

A.  Determination  Regarding  Benefit 
Amounts/Coverage 

•  Due  Process  Problems 
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PRO  Reconsiderations  and  Appeals  Process 


Review  for: 

•  Medical  necessity 

•  Appropriateness  of 
setting 

•  Custodial  care 


Request  for  recon- 
sideration must  be 
filed  within  60 
days  of  denial 


Beneficiary  must  file 
within  60  days  af- 
ter notice  of  recon- 
sideration determi- 
nation 


Beneficiary  must  file 
within  12  months 


PRO  Review 


Denial 


Reconsideration 
Beneficiary 
Provider 
Practitioner 


ALJ  Hearing 
Beneficiary  Only 
$200  At  Issue 


Appeals  Council 
Beneficiary 

Judicial  Review 
Beneficiary 
$2,000  At  Issue 


1 .  Nurse  reviewer 
screens  cases 

2.  Cases  referred  to 
PRO  physician 

3.  PRO  physician 
discusses  case 
attending  phy- 
sician 


Notices  sent  to: 

1.  Beneficiary 

2.  Physician 
3-  Provider 

4.  Fiscal  inter- 
mediary 


Reconsideration  con- 
ducted by  a  differ- 
ent physician  and  a 
specialist  not: 

•  Related  to 
beneficiary 

•  Involved  in  care 

•  Owner  or  manager 
of  facility 

Timing  of  notice 

•  Preadmission— 
3  days 

•  Concurrent— 
3  days 

•  Retrospective— 
30  days 

•  Beneficiary  in 
SNF— 10  days 


Section  1869;  42  CFR  801-860;  CCH  Para. 
13,500;  GAO  letter  to  Senator  J.  Heinz,  June  28, 
1985.  Subject:  "Medicare  Part  B  beneficiary  ap- 
peals process."  CCH  Para.  34,836 

B.  Waiver  of  Liability  Determinations 

Section  1879,  1842(b)(3)(C),  CCH  Para.  11,260, 
13,500;  42  CFR  405.330-  332;  Medicare  Carriers 
Manual,  HIM-14-3,  Section  7300.3.4 

C.  Entitlements  Determination 

Sections  1842(b)(3)(C),  1869;  20  CFR  404.901 
et  seq. 


SOURCE:  Health  Care  Financing  Administration,  1985 
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ANALYSIS  OF  THE  TRANSITION  TO  NATIONAL  RATES 


For  the  first  three  years  of  the  prospective  pay- 
ment system  (PPS),  hospital  payments  are  a  blend 
of  regional  urban  and  rural  rates,  national  urban 
and  rural  rates,  and  a  hospital-specific  rate  based 
on  each  hospital's  historical  costs.  Over  this  pe- 
riod, the  proportion  of  payment  based  on  the  hos- 
pital-specific rates  declines,  and  the  blend  of  re- 
gional and  national  payment  rates  shifts,  until 
payments  are  made  entirely  on  the  national  ur- 
ban and  rural  rates. 

In  July  1985,  the  Commission  recommended  a 
one  year  pause  in  the  transition  to  national  pay- 
ment rates.  The  first  part  of  this  section  contains 
the  final  version  of  the  analysis  available  to  the 
Commission  at  the  time  the  recommendation  was 
made.  The  next  part  of  this  section  presents  an 
updated  version  of  the  analysis,  which  was  in- 
cluded in  Medicare  Prospective  Payment  and  the 
American  Health  Care  System,  a  report  to  the 


Congress  published  by  the  Commission  in  Feb- 
ruary 1986.  In  the  final  section,  the  methods  and 
data  used  in  the  analysis  are  described.  This  dis- 
cussion also  appeared  in  an  Appendix  to  the  Feb- 
ruary report. 

Overall  Effects  of  the 
Three-Year  Transition 

The  transition  to  national  rates  redistributes 
PPS  payments  among  the  Census  divisions  and 
among  other  hospital  groupings.  Table  C-l  shows 
the  change  in  per-case  PPS  payments  relative  to 
the  average  for  each  step  of  the  transition,  for 
various  groups  of  hospitals.  Urban  hospitals,  espe- 
cially those  under  100  beds  and  hospitals  in  New 
England  would  gain  relative  to  the  average.  Al- 
ternatively, rural  hospitals,  hospitals  in  the  East 
North  Central  and  several  western  Census  divi- 


Table  C  L— Average  Percent  Difference  In  Per-Case  PPS  Payments  Relative  To  All 
Hospitals  At  Each  Stage  Of  The  Transition  To  National  Rates,  By  Type  Of  Hospital3 


75%  HSP 

50%  HSP 

75%  FED 

25%  FED 

50%  FED 

25%  HSP 

100%  FED 

100%  FED 

vs  100%  HSP 

vs  75%/25% 

vs  50%/50% 

vs  75%/25% 

vs  100%  HSP 

All  Hospitals  

0.0 

0.0 

0.0 

0.0 

0.0 

Urban   

0.2 

0.1 

0.1 

0.1 

0.5 

Rural  

-0.7 

-0.6 

-0.6 

-0.6 

-2.5 

Major  Teaching  .... 

2.7 

2.5 

2.3 

2.1 

10.2 

Other  Teaching 

0.0 

0.0 

-0.1 

-0.2 

-0.3 

Nonteaching   

-0.5 

-0.4 

-0.4 

-0.2 

-1.5 

New  England  

2.3 

1.8 

1.4 

0.4 

6.2 

Middle  Atlantic 

0.5 

0.7 

1.0 

1.7 

4.0 

South  Atlantic  

0.3 

0.2 

0.2 

0.1 

0.9 

East  North  Central  . 

0.8 

0 

-0.7 

-2.7 

-2.6 

East  South  Central  . 

-0.6 

-0.1 

0.5 

2.3 

2.2 

West  North  Central. 

-1.1 

-0.7 

-0.4 

0.7 

-1.5 

West  South  Central 

-1.2 

-0.8 

-0.5 

0.4 

-2.1 

Mountain   

-1.2 

-0.4 

0.1 

1.5 

0.1 

Pacific  

-0.1 

0.1 

0.2 

0.6 

0.8 

Urban  <100  Beds  .  . 

2.5 

2.4 

2.4 

2.6 

10.6 

Urban  100-404  Beds 

0.0 

0.0 

0.0 

0.1 

0.1 

Urban  405-684  Beds 

0.5 

0.5 

0.4 

0.3 

1.7 

Urban  685+  Beds  . . 

-0.2 

-0.3 

-0.4 

-0.6 

-1.5 

Rural  <100  Beds  .  . 

-0.4 

-0.1 

0.0 

0.1 

-0.4 

Rural  100-169  Beds  . 

-1.6 

-1.6 

-1.7 

-1.9 

-6.9 

Rural  170+  Beds  .  . 

0.0 

0.0 

-0.1 

-0.2 

-0.3 

aColumns  differ  only  by  changes  in  the  blend  of  hospital-specific  (HSP)  and  federal  rates  (FED).  Payments  for  each  step  of 
the  transition  were  modeled  using  FY  86  policies  as  described  by  HCFA  in  the  Final  Rule  published  September  3,  1985.  Pro- 
posed legislative  changes,  such  as  a  reduced  teaching  adjustment  and  addition  of  a  disproportionate  share  adjustment  are 
not  included.  Hospital-specific  rates  were  inflated  as  if  each  hospital's  accounting  year  began  on  October  1st,  along  with 
the  federal  fiscal  year.  In  this  way,  hospital-specific  and  federal  rates  are  in  constant  dollars. 


SOURCE:  ProPAC  analysis  based  on  the  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files  provided  by  the  Health  Care 
Financing  Administration. 
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sions  would  lose  relative  to  the  average.  Because 
current  hospital  cost  data  are  not  available,  it  is 
impossible  to  determine  how  these  shifts  in  pay- 
ments affect  the  financial  conditions  of  hospitals. 

In  addition  to  the  distributional  effects,  the  tran- 
sition also  has  the  unintended  effect  of  increas- 
ing PPS  payments  per-case.  Table  C-2  shows  the 
actual  changes  in  per-case  PPS  payment  for  each 
year  of  the  transition.  (The  findings  presented  in 
this  table  are  the  underlying  basis  for  the  relative 
distributional  effects  shown  in  Table  C-l). 

On  average,  payments  per  case  under  fully  na- 
tional rates  are  4.3  percent  higher  than  payments 
based  fully  on  hospital-specific  rates.  Therefore, 
as  each  yearly  step  of  the  transition  increases  the 
share  of  payments  based  on  federal  rates  by  25 
percent,  average  per-case  payments  increase  by 
about  1  percent. 

The  increase  in  per-case  payments  is  probably 
due  to  differences  between  the  data  used  to  com- 


pute the  federal  amounts  and  the  data  used  to  cal- 
culate the  hospital-specific  amounts.  When  the 
PPS  rates  were  originally  established,  the  most 
recent  set  of  hospital  cost  data  available  were  from 
unaudited  Medicare  Cost  Reports  for  hospital  ac- 
counting years  ending  in  1981.  These  data  were 
used  to  compute  the  regional  and  national  pay- 
ment rates.  The  hospital-specific  rates  that  hos- 
pitals are  actually  receiving,  however,  differ  be- 
cause they  are  calculated  using  more  recent 
data — Medicare  Cost  Reports  for  hospital  ac- 
counting years  ending  during  fiscal  year  1983 — 
and  because  the  cost  reports  were  audited.  After 
reviewing  a  sample  of  hospital  cost  reports,  the 
General  Accounting  Office  concluded  that  the  cur- 
rent federal  rates  are  3  percent  higher  than  they 
would  be  if  audited  1981  data  were  used.5 


5"Use  of  Unaudited  Hospital  Cost  Data  Resulted  in  Overstate- 
ment of  Medicare's  Prospective  Payment  System  Rates,"  General 
Accounting  Office  (GAO-HRD-85-74),  July  18,  1985. 


Table  C-2.— Average  Percent  Difference  In  Per-Case  PPS  Payments  At  Each  Stage 
Of  The  Transition  To  National  Rates,  By  Type  Of  Hospital3 


75%  HSP 

50%  HSP 

75%  FED 

25%  FED 

50%  FED 

25%  HSP 

100%  FED 

100%  FED 

vs  100%  HSP 

vs  75%/25% 

vs  50%/50% 

vs  75%/25% 

vs  100%  HSP 

All  Hospitals  

1.0 

1.0 

1.1 

1.1 

4.3 

Urban   

1.2 

1.2 

1.2 

1.2 

4.8 

Rural  

0.3 

0.5 

0.5 

0.5 

1.7 

Major  Teaching 

3.7 

3.5 

3.4 

3.2 

14.5 

Other  Teaching 

1.1 

1.0 

1.0 

0.9 

4.0 

Nonteaching   

0.5 

0.6 

0.7 

0.9 

2.8 

New  England  

3.3 

2.9 

2.5 

1.5 

10.5 

Middle  Atlantic  .... 

1.5 

1.7 

2.0 

2.8 

8.3 

South  Atlantic  

1.3 

1.3 

1.3 

1.2 

5.2 

East  North  Central  . 

1.8 

1.1 

0.4 

-1.6 

1.6 

East  South  Central  . 

0.4 

1.0 

1.6 

3.4 

6.4 

West  North  Central . 

-0.1 

0.3 

0.7 

1.8 

2.8 

West  South  Central 

-0.2 

0.2 

0.5 

1.5 

2.1 

Mountain   

-0.2 

0.7 

1.2 

2.6 

4.4 

Pacific  

0.9 

1.1 

1.3 

1.7 

5.1 

Urban  <100  Beds  .  . 

3.5 

3.5 

3.5 

3.7 

14.9 

Urban  100-404  Beds 

1.0 

1.0 

1.1 

1.2 

4.4 

Urban  405-684  Beds 

1.5 

1.5 

1.5 

1.4 

6.0 

Urban  685+  Beds  .  . 

0.8 

0.8 

0.7 

0.5 

2.8 

Rural  <100  Beds  .  . 

0.6 

1.0 

1.0 

1  3 

3.9 

Rural  100-169  Beds  . 

-0.6 

-0.6 

-0.6 

-0.8 

-2.6 

Rural  170+  Beds  . . 

1.0 

1.0 

1.0 

0.9 

4.0 

aColumns  differ  only  by  changes  in  the  blend  of  hospital-specific  (HSP)  and  federal  rates  (FED).  Payments  for  each  step  of 
the  transition  were  modeled  using  FY  86  policies  as  described  by  HCFA  in  the  Final  Rule  published  September  3,  1985.  Pro- 
posed legislative  changes,  such  as  a  reduced  teaching  adjustment  and  addition  of  a  disproportionate  share  adjustment  are 
not  included.  Hospital-specific  rates  were  inflated  as  if  each  hospital's  accounting  year  began  on  October  1st,  along  with 
the  federal  fiscal  year.  In  this  way,  hospital-specific  and  federal  rates  are  in  constant  dollars. 


SOURCE:  ProPAC  analysis  based  on  the  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files  provided  by  the  Health  Care 
Financing  Administration. 
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Although  the  budget  neutrality  adjustments 
were  calculated  so  that  per-case  payments  under 
each  of  the  three  rates  would  be  equal,  hospital- 
specific  rates  for  the  budget  neutrality  calculation 
were  estimated  using  the  1981  data,  since  the  ac- 
tual amounts  were  not  yet  available.  Computer 
files  containing  the  hospital-specific  amounts  and 
teaching  adjustments  hospitals  are  actually  receiv- 
ing were  not  available  to  the  HCFA  Central  Of- 
fice until  this  summer. 

The  4.3  percent  difference  between  federal  and 
hospital-specific  payments  per-case  may  not  di- 
rectly translate  into  outlays  that  are  4.3  percent 
higher  in  fiscal  year  1987  for  several  reasons.  First, 
the  4  percent  estimate  does  not  take  into  account 
differences  between  hospital  accounting  years  and 
the  federal  fiscal  year.  Second,  it  is  a  per-case  esti- 
mate based  on  hospitals'  fiscal  year  1984  case  mix. 
Assumptions  regarding  changes  in  volume  and 
case  mix  would  have  to  be  factored  into  an  out- 
lay estimate.  Finally,  federal  payments  were  mod- 
eled as  if  fiscal  year  1986  policies  included  in  the 
recently  published  rules  were  in  effect  for  each 
phase  of  the  transition.  These  policies  include  a 
zero  update  factor  and  changes  in  the  outlier  cut- 
offs and  area  wage  index.  An  estimate  of  the  ac- 
tual differential  between  fully  national  rates  and 
hospital-specific  rates  when  the  transition  is  com- 
pleted depends  in  part  upon  future  policies.  Sim- 
ilarly, an  estimate  of  the  actual  differential  occur- 
ing  during  the  first  two  years  of  PPS  should  take 
into  account  the  rules  in  effect  during  those  years. 

The  federal  fiscal  year  analysis  described  be- 
low addresses  some  of  these  issues  by  factoring 
in  policy  changes  occuring  between  fiscal  year 

1985  and  fiscal  year  1986  and  differences  between 
hospital  accounting  years  and  the  federal  fiscal 
year.  The  resulting  estimate  of  the  effects  of  the 
transition  from  fiscal  year  1985  to  fiscal  year  1986 
is  still  on  a  per-case  basis,  and  it  is  subject  to  vol- 
ume and  case-mix  assumptions. 

Effects  of  the  Transition 
From  FY  85  to  FY  86 

As  shown  in  Table  C-3,  the  distributional  ef- 
fects of  continuing  the  transition  in  fiscal  year 

1986  are  similar  to  those  shown  above  for  the  full 
transition.  If  the  transition  proceeds,  hospitals  that 


would  do  better  than  average  include  small  ur- 
ban hospitals  and  hospitals  in  New  England.  Al- 
ternatively, per-case  payments  to  rural  hospitals 
and  hospitals  in  the  East  North  Central  Census 
division  would  decline  relative  to  the  average. 

The  overall  increase  in  per-case  payments  from 
fiscal  1985  to  fiscal  year  1986  due  to  the  transi- 
tion is  0.34  percent.  This  is  smaller  than  the  1  per- 
cent described  above  because  it  reflects  differences 
in  hospital  accounting  years.  For  those  hospitals 
with  accounting  years  that  begin  after  October 
1st,  only  part  of  the  effect  of  the  transition  oc- 
curs during  the  federal  fiscal  year. 

If  the  formula  for  computing  the  indirect  teach- 
ing adjustment  is  changed,  the  effect  on  average 
payments  per-case  and  some  of  the  distributional 
effects  of  the  transition  are  reduced.  The  last  two 
columns  of  Table  C-3  show  the  difference  between 
fiscal  year  1985  and  fiscal  year  1986  payments 
with  and  without  proceeding  with  the  transition 
if  a  teaching  adjustment  similar  to  the  one  being 
considered  by  the  Congress  were  used.6 

With  an  alternative  teaching  adjustment,  the 
overall  difference  between  fiscal  year  1986  pay- 
ments if  the  transition  proceeds  and  if  there  is  a 
pause  in  the  transition  would  be  0.12  percent,  in 
contrast  to  the  0.34  percent  if  the  current  teach- 
ing adjustment  were  used.  In  addition,  the  rela- 
tive gains  due  to  the  transition  received  by  teach- 
ing hospitals  would  be  almost  entirely  reduced. 
Major  teaching  hospitals,  which  would  experience 
a  1.2  percent  increase  due  to  the  transition  under 
the  current  adjustment  would  experience  a  0.14 
percent  rise  in  payments,  an  increase  only  slightly 
greater  than  the  overall  average.  The  alternative 
adjustment  would  also  reduce  the  difference  in  the 
effects  of  the  transition  on  urban  and  rural  hos- 
pitals. 

Even  with  an  alternative  teaching  adjustment, 
significant  regional  variation  would  remain,  how- 
ever. Relative  gains  would  be  experienced  by  hos- 
pitals in  New  England  and  the  East  South  Cen- 
tral Census  divisions  and  losses  by  hospitals  in 
the  East  and  West  North  Central  Census  divisions. 


The  adjustment  used  for  Table  C-3  would  raise  PPS  payments 
by  8.7  percent  for  each  10  percent  increase  in  the  intern  and  resi- 
dent to  bed  ratio.  No  adjustment  for  hospitals  serving  a  dispropor- 
tionate share  of  low-income  patients  is  included. 
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Table  C-3.— Average  Percent  Difference  Between  FY  86  PPS  Payments  If  The 
Transition  Continues  And  With  A  Pause  In  The  Transition  By  Type  Of  Hospital3 


Current  Alternative 
Teaching  Adjustment*3  Teaching  Adjustment15 


All  1— locnitalc 

n  ia 

U.UU 

U.  1  d. 

U.UU 

Urban  

0.39 

0.05 

0.13 

0.01 

Rural   

  0.09 

-0.25 

0.06 

-0.05 

Major  Teaching  

1.18 

0.84 

0.14 

0.03 

Other  Teaching  

0.26 

-0.07 

-0.08 

-0.19 

Nonteaching  

0.24 

-0.10 

0.24 

0.12 

New  England  

2.17 

1.84 

1.49 

1.38 

Middle  Atlantic   

0.35 

0.01 

0.15 

0.03 

South  Atlantic  

0.68 

0.34 

0.46 

0.35 

East  North  Central   

  -0.46 

-0.80 

-0.76 

-0.88 

East  South  Central  

0.97 

0.63 

0.85 

0.73 

West  North  Central  

0.17 

-0.17 

-0.05 

-0.17 

West  South  Central  

0.29 

-0.04 

0.16 

0.04 

Mountain  

0.46 

0.12 

0.32 

0.20 

Pacific  

0.51 

0.18 

0.35 

0.23 

Urban  <100  Beds  

1.85 

1.51 

1.83 

1.71 

Urban  100-404  Beds   

0.36 

0.02 

0.23 

0.12 

Urban  405-684  Beds   

0.41 

0.07 

0.07 

-0.05 

Urban  685+  Beds  

0.16 

-0.17 

-0.61 

-0.73 

Rural  <100  Beds  

0.45 

0.11 

0.45 

0.33 

Rural  100-169  Beds  

-0.58 

-0.92 

-0.59 

-0.70 

Rural  170+  Beds  

0.38 

0.04 

0.29 

0.18 

aln  calculating  federal  fiscal  year  payments  for  each  hospital,  individual  hospital  accounting  years  were  observed.  Payments 
for  fiscal  year  1986  are  based  on  HCFA's  September  3,  1985  Final  Rule.  The  alternative  teaching  adjustment  used  would  raise 
PPS  payments  by  8.7  percent  for  each  10  percent  increase  in  the  intern  and  resident  to  bed  ratio.  No  adjustment  for  hospitals 
serving  a  disproportionate  share  of  low-income  patients  is  included. 

DTransition  continuation  shown  in  first  column,  transition  pause  in  second. 

SOURCE:  ProPAC  analysis  based  on  the  Fiscal  Year  1984  PATBILL  and  Provider  Specific  Files  provided  by  the  Health  Care 
Financing  Administration. 


A  pause  in  the  transition,  during  which  all  hos- 
pitals receive  50  percent  hospital-specific  rates  and 
50  percent  federal  rates,  would  reduce  the  range 
of  gains  and  losses  in  per-case  PPS  payments.  If 
the  transition  continues,  38  percent  of  hospitals 
would  experience  changes  in  per-case  payments 
greater  than  5  percent  from  fiscal  1985  to  fiscal 
year  1986,  including  10  percent  of  hospitals  with 
a  change  of  10  percent  or  more.  A  pause  in  the 
transition  would  reduce  the  proportion  of  hospi- 
tals with  per-case  payment  changes  greater  than 
5  percent  from  38  percent  to  18  percent.  (Table 
C-4) 

Analysis  of  the  Distribution  of 
Medicare  Payments  to  Hospitals 
Updated  for  Proposed  Legislative 
Changes 

The  implementation  of  national  PPS  rates  has 
and  will  continue  to  affect  the  distribution  of 
Medicare  revenue  among  hospitals.  It  is  not  evi- 


dent, however,  that  the  projected  changes  in  dis- 
tribution of  payment  reflect  differences  in  effi- 
ciency. Given  the  likelihood  of  constraints  in  PPS 
payments  under  the  Gramm-Rudmann-Hollings 
Act,  some  hospitals  may  be  vulnerable  to  serious 
financial  problems,  perhaps  even  closure.  While 
hospitals  may  implement  measures  to  prevent 
these  problems  by  increasing  efficiency,  it  is  not 
clear  that  such  strategies  will  be  effective  in  deal- 
ing with  the  effects  of  continued  redistribution  of 
constrained  payments.  Accordingly,  more  study 
of  the  reasons  for  differences  in  hospital  costs  is 
necessary. 

During  the  transition  to  national  rates,  PPS 
payments  are  a  blend  of  hospital-specific  rates, 
regional  average  rates,  and  national  average  rates. 
The  transition  was  designed  to  give  hospitals  time 
to  adjust  to  the  redistributive  effects  of  payments 
based  solely  on  national  rates.  Table  C-5  shows 
differences  in  payment  based  on  national  rates 
compared  to  hospital-specific  rates  across  regions, 
by  teaching  status,  and  by  hospital  bedsize.  Since 
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Table  C-4.  — Distribution  Of  Hospitals,  By  Percent 
Increases  And  Decreases  In  PPS  Payments  From 
FY  85  To  FY  86,  If  The  Transition  Continues  And 
With  A  Pause  In  The  Transition 

Percent  Payment  Difference 

 Total       0-5       5-10       10  + 

All  Hospitals 

(Continue  Transition) 

Percent  With  Increase   67        37        21  8 

Percent  With  Decrease          33        24         7  2 

Total   100         61        28  10 

All  Hospitals 

(Pause  Transition) 

Percent  With  Increase   63         48        13  3 

Percent  With  Decrease   37         35  2 

Total   100         83        15  3 

'Less  than  0.5  percent. 

^n  calculating  federal  fiscal  year  payments  for  each  hospital,  individual  hospi- 
tal accounting  years  were  observed.  Payment  for  Fiscal  Year  1985  are  based 
on  HCFA's  August  31, 1984  Final  Rule.  Payments  for  Fiscal  Year  1986  are  based 
on  HCFA's  September  3.  1985  Final  Rule.  Proposed  legislative  changes,  such 
as  a  reduced  teaching  adjustment  and  addition  of  a  disproportionate  share  ad- 
justment are  not  included. 

SOURCE:  ProPAC  analysis  based  on  the  Fiscal  Year  1984  PATBILL  and  Provider 
Specific  Files  provided  by  the  Health  Care  Financing  Administration. 

they  are  based  on  each  hospital's  historical  costs, 
payments  under  hospital-specific  rates  reflect  the 
distribution  of  Medicare  payments  under  cost 
reimbursement.  (See  below  for  a  discussion  of  the 
data  and  methodology  underlying  the  estimates.) 

Much  of  the  pattern  of  changes  in  distribution 
of  payments  under  PPS  is  difficult  to  explain.  It 
is  not  evident  that  the  hospitals  that  gain  the  most 
from  national  rates  are  necessarily  the  most  effi- 
cient. Among  the  hospital  groups  that  do  relative- 
ly well  under  national  average  payment  rates  are 
urban  hospitals  with  fewer  than  100  beds,  and 
hospitals  in  the  New  England  and  East  South  Cen- 
tral Census  Divisions.  Groups  of  hospitals  that 
fare  worse  than  average  are  large  rural  hospitals 
and  hospitals  located  in  the  East  and  West  North 
Central  Census  Divisions. 

The  addition  of  New  York  hospitals,  which 
only  began  PPS  in  January  1986,  could  have  a 
large  effect  on  the  distribution  of  payments  un- 
der national  rates.  In  particular,  when  modeled 
using  fiscal  year  1984  discharges,  outlier  payments 
to  New  York  would  increase  total  outlier  pay- 
ments to  hospitals  by  over  30  percent.  This  re- 
sult is  caused  by  the  much  higher  than  average 
length  of  stay  in  New  York  hospitals  under  the 
pre-PPS  waiver  payment  system,  in  which  pay- 
ments were  made  on  a  per-diem  basis.  These  esti- 


Table  C-5.— Average  Relative  Difference  Between 
Per-Case  Payments  Based  On  Hospital-Specific  Rates 
And  On  National  Rates  (In  Percent)3 

Hospital  Type  With  New  Yorkb  Without  New  York 

All  Hospitals    0  0 

Urban   0.6  0.2 

Rural   -3.3  -1.0 

Major  Teaching   4.3  1.1 

Other  Teaching   -0.5  -1.1 

Nonteaching   -0.6  1.2 

Disproportionate  share 
hospitals   4.3  1.9 

New  England   0.6  3.2 

Middle  Atlantic   15.2  2.1 

South  Atlantic   -1.5  1.1 

East  North  Central  . .  -6.4  -3.8 

East  South  Central  . .  1.4  3.9 

West  North  Central . .  -4.6  -2.0 

West  South  Central  .  -3.6  -1.0 

Mountain   -3.1  -0.5 

Pacific   -0.5  2.1 

Urban  >100  Beds  . . .  10.2  11.3 

Urban  100-404  Beds  .  1.5  1.4 

Urban  405-684  Beds  .  0.6  0.1 

Urban  685+  Beds  .. .  -2.5  -6.1 

Rural  >100  Beds   -0.7  1.6 

Rural  100-169  Beds  .  .        -7.4  -5.1 

Rural  170+  Beds   -2.1  05  

aNational  payments  were  estimated  using  the  new  weights,  outlier  thresholds, 
and  area  wage  index  included  in  the  HCFA  regulations  published  in  the  Sep- 
tember 3, 1 985  Federal  Register,  modified  by  the  Conference  agreement  on  budg- 
et reconciliation  (H.R.  3128),  which  includes  a  lower  teaching  adjustment  from 
current  law  and  the  addition  of  an  adjustment  for  disproportionate  share  hos- 
pitals. 

''Estimated  payments  to  New  York,  which  began  PPS  in  January  1986,  may  be 
overstated.  This  effects  the  distribution  of  payments  across  all  hospitals.  In 
particular,  estimated  outlier  payments  to  hospitals  in  New  York  are  unlikely  to 
be  entirely  realized  because  PPS  has  incentives  to  reduce  length  of  stay. 

SOURCE:  ProPAC  analysis  based  on  the  Fiscal  Year  1984  PATBILL  and  Provider 
Specific  Files  provided  by  the  U.S.  Department  of  Health  and  Human 
Services,  Health  Care  Financing  Administration. 


mated  outlier  payments  are  unlikely  to  be  entirely 
realized  because  PPS  has  incentives  to  reduce 
length  of  stay,  and  because  outlier  payments  are 
not  allowed  for  days  in  which  Medicare  patients 
are  awaiting  nursing  home  placement. 

Although  payments  to  hospitals  outside  New 
York  do  not  change,  New  York  is  a  large  enough 
state  to  affect  the  overall  average,  and  therefore 
affect  how  hospitals  in  other  regions  do  relative 
to  the  average.  For  example,  the  increase  in  per- 
case  payments  to  hospitals  in  the  South  Atlantic 
region  under  national  rates  is  1.1  percentage 
points  above  the  average  without  New  York  but 
1.5  percentage  points  below  the  average  with  New 
York.  Moreover,  because  New  York  has  many 
major  teaching  hospitals,  the  relative  increase  in 
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payments  under  national  rates  is  larger  for  this 
group  when  New  York  hospitals  are  included. 

To  the  extent  that  length  of  stay  is  not  short- 
ened in  New  York  hospitals,  future  outlier  pay- 
ments may  be  reduced  for  all  hospitals.  The  PPS 
statute  requires  that  outlier  thresholds  be  set  so 
that  payments  are  between  5  and  6  percent  of  all 
PPS  payments.  If  outlier  payments  to  New  York 
are  large  enough,  future  outlier  thresholds  may 
be  tightened  for  all  hospitals  so  that  outlier  pay- 
ments fall  in  the  required  range. 

The  hospitals  that  are  estimated  to  have  the 
largest  declines  in  payment  from  hospital-specific 
to  national  rates  also  show  different  trends  in  oc- 
cupancy rates  and  staffing  patterns.  Between  1980 
and  1984,  the  occupancy  rate  for  this  group  of 
hospitals  fell  from  68  percent  to  57  percent  com- 
pared to  a  drop  from  66  percent  to  59  percent  over 
all  PPS  hospitals.  In  addition,  the  average  in- 
creases in  staffed  beds  and  full-time  equivalent 
personnel  were  much  slower  for  these  hospitals 
than  for  the  average  PPS  hospital.  The  average 
hospital  in  this  group  experienced  a  2  percent  in- 
crease in  FTEs  between  1980  and  1984,  compared 
to  5  percent  for  all  hospitals. 

The  distribution  of  PPS  payments  under  nation- 
al rates  can  be  further  understood  by  looking  at 
the  payment  components  separately.  These  com- 
ponents are  the  basic  wage-adjusted  national  rate, 
payments  for  the  indirect  costs  of  teaching  interns 
and  residents,  outlier  payments,  and  payments  to 
hospitals  serving  a  disproportionate  share  of  low- 
income  patients.  Table  C-6  shows  the  proportion 
of  PPS  payments  attributed  to  each  of  these  com- 
ponents under  fully  national  PPS  rates. 

If  proposed  changes  in  payment  for  teaching 
and  disproportionate  share  hospitals  occur,  in- 
direct teaching  payments  would  comprise  4  per- 
cent of  the  total  and  outlier  payments  (under  the 
new  cutoffs)  6  percent.  These  proportions  would 
vary  by  region  and  type  of  hospital,  however.  For 
example,  part  of  the  shift  in  payment  from  rural 
to  urban  hospitals  results  from  outlier  payments. 
Although  the  percent  reduction  in  the  standard- 
ized amounts  for  outlier  payments  is  the  same  for 
urban  and  rural  rates,  outlier  payments  comprise 
6  percent  of  total  payments  to  urban  hospitals  and 
only  3  percent  of  payments  to  rural  hospitals. 


Description  of  the  Payment  Model 

For  some  of  the  analyses  described  above,  hos- 
pital payments  were  estimated  using  a  microsimu- 
lation  model  that  computes  PPS  payments  to  in- 
dividual hospitals  for  each  year  of  the  transition 
to  national  rates.  This  section  describes  the  data 
sources  used  in  the  model,  the  hospitals  included 
and  excluded  from  the  analysis,  how  the  model 
works,  and  the  limitations  of  the  model. 

Data  Sources 

The  hospital  payment  model  uses  data  from  a 
number  of  sources: 

•  The  HCFA  Provider  File  with  information  on 
5833  hospitals  supplied  by  the  intermediaries, 
was  the  source  of  the  uninflated  hospital-spe- 
cific amount,  hospital  accounting  year, 
teaching  ratio,  MSA  designation  (used  to  as- 
sign the  appropriate  wage  index),  and  spe- 
cial hospital  designation  (sole  community 
hospitals,  rural  referral  centers,  redesignated 
rural  hospitals).  The  data  included  in  the  file 
are  those  in  effect  at  the  end  of  December 
1984,  and  were  verified  by  the  HCFA  Cen- 
tral Office. 

•  The  fiscal  year  1984  PATBILL  file  of  10.6  mil- 
lion Medicare  inpatient  hospital  stays  was 
used  to  compute  individual  hospital  case-mix 
indexes  and  outlier  payments,  and  to  count 
each  hospital's  discharges.  Stays  included  in 
the  file  were  those  for  discharges  occurring 
during  fiscal  year  1984  for  which  a  bill  was 
received  by  the  end  of  April  1985.  About  54 
percent  of  the  bills  were  submitted  by  hos- 
pitals under  PPS,  with  the  remainder  sub- 
mitted while  the  hospital  was  still  under 
TEFRA  rules.  The  file  includes  DRG  assign- 
ment made  using  the  Grouper  rules  proposed 
by  regulation  for  fiscal  year  1986. 

•  A  HCFA  wage  index  file  containing  the  in- 
dex proposed  by  regulation  for  fiscal  year 
1986  was  used. 

Hospitals  Included  in  the  Model 

Of  the  5833  hospitals  for  which  provider-spe- 
cific data  were  submitted  by  the  intermediaries, 
5630  were  included  in  the  model.  Hospitals  were 
excluded  for  the  following  reasons: 


183 


Table  C-6.— Distribution  Of  PPS  Payments  By  Type  Of  Payment  (In  Percent)8 


Indirect 

Basic  Outlier        Teaching  Disproportionate 

Hospital  Type  Payment       Payment13      Payment0       Share  Paymentd 

All  Hospitals    89%  6%  4%  2% 

Urban   87  6  5  2 

Rural    96  3  1 

Major  Teaching    66  10  20  4 

Other  Teaching    86  6  6  2 

Nonteaching   94  4  0  1 

Disproportionate  share 
hospitals   81  7  7  5 

New  England   82  11  6  1 

Middle  Atlantice   84  8  6  1 

South  Atlantic   90  5  3  2 

East  North  Central    88  6  5  1 

East  South  Central    91  4  4  1 

West  North  Central   91  5  2  2 

West  South  Central   92  4  2  2 

Mountain   93  4  3 

Pacific   88  5  4  3 

Urban  <100  Beds   96  3 

Urban  100-404  Beds    90  6  2  2 

Urban  405-684  Beds    84  7  7  2 

Urban  685+  Beds   78  8  12  2 

Rural  <100  Beds   97  2 

Rural  100-169  Beds   97  3 

Rural  170+  Beds   95  4  1  *  

"  -  less  than  0.5  percent. 

Rows  may  not  total  to  100  due  to  rounding. 

aNational  payments  were  estimated  using  the  new  weights,  outlier  thresholds,  and  area  wage  index  included  in  the  HCFA 
regulations  published  in  the  Septembers,  1985  Federal  Register,  modified  by  the  Conference  agreement  on  budget  reconcili- 
ation (H.R.  3128),  which  includes  a  lower  teaching  adjustment  from  current  law  and  the  addition  of  an  adjustment  for  dispro- 
portionate share  hospitals. 

^Includes  indirect  teaching  and  disproportionate  share  payments  earned  on  outlier  cases. 

•-Excludes  indirect  teaching  payments  earned  on  outlier  cases. 

^Excludes  disproportionate  share  payments  earned  on  outlier  cases. 

eNew  York  hospitals  were  excluded  from  estimates  presented  in  this  table.  See  Note  D  Table  C-5. 

If  proposed  changes  in  payment  for  teaching  and  disproportionate  share  hospitals  occur,  indirect  teaching  payments  would 
comprise  4  percent  of  the  total  and  outlier  payments  (under  the  new  cutoffs)  6  percent.  These  proportions  would  vary  by  region 
and  type  of  hospital,  however.  For  example,  part  of  the  shift  in  payment  from  rural  to  urban  hospitals  results  from  outlier  pay- 
ments. Although  the  percent  reduction  in  the  standardized  amounts  for  outlier  payments  is  the  same  for  urban  and  rural  rates, 
outlier  payments  comprise  6  percent  of  total  payments  to  urban  hospitals  and  only  3  percent  of  payments  to  rural  hospitals. 


•  Some  hospitals  included  on  the  Provider  file 
had  no  matching  discharges  on  the  PATBILL 
file.  It  is  likely  that  many  of  these  hospitals 
are  exempt  from  PPS  since  discharges  from 
these  hospitals  were  removed  from  the  PAT- 
BILL  file. 

•  Twelve  alcohol  hospitals  were  included  in  the 
Provider  file,  but  were  removed  from  the 
analysis  because  they  are  exempt  from  PPS. 

•  Forty-one  new  providers  were  excluded  from 
the  analysis  because  they  do  not  have  a  hos- 
pital-specific rate. 

•  For  the  analyses  reported,  hospitals  from  the 
two  waiver  states  (Maryland  and  New  Jer- 
sey) were  excluded  since  they  are  not  current- 


ly on  PPS.  They  could  be  included  in  future 
analyses. 

How  the  Model  Works 

The  payment  amounts  model  uses  the  above 
data,  along  with  the  standardized  amounts  and 
payment  rules  as  published  in  the  September  3, 
1985  Federal  Register,  to  compute  each  hospital's 
PPS  payments  under  fully  hospital-specific  rates 
and  fully  national  rates.  These  regulations  include 
new  DRG  weights,  outlier  thresholds,  and  area 
wage  index  values.  Special  rules  affecting  pay- 
ments to  sole  community  hospitals,  rural  refer- 
ral centers,  and  redesignated  rural  hospitals  are 
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built  into  the  model  as  they  would  be  applied  to 
each  year's  payments. 

Hospital  payments  are  modeled  as  if  all  hospi- 
tals had  accounting  years  that  begin  on  October 
1st,  along  with  the  Federal  fiscal  year.  Although 
this  would  be  an  inappropriate  method  to  use  in 
estimating  total  Medicare  payments,  it  is  useful 
for  looking  at  the  full  distributional  effects  of  PPS 
payments. 

In  addition,  proposed  legislative  changes  in  the 
adjustment  for  indirect  teaching  and  the  addition 
of  a  disproportionate  share  adjustment  were  in- 
cluded. Although  implementation  of  the  regula- 
tions has  been  delayed  and  the  legislative  changes 
have  not  yet  been  passed,  they  are  likely  to  be 
finalized  in  the  near  future.  Legislative  changes 
were  modeled  as  described  in  the  Conference 
agreement  to  H.R.  3128,  the  Consolidated  Om- 
nibus Budget  Reconciliation  Act  of  1985. 

The  Conference  agreement  would  modify  the 
indirect  teaching  adjustment  to  reduce  the  addi- 
tional payment  to  teaching  hospitals,  and  to  make 
the  formula  "curvilinear."  Instead  of  a  linear  add- 
on of  11.59  percent  for  every  10  percent  increase 
in  the  ratio  of  residents  to  beds,  the  new  adjust- 
ment would  be  reduced  to  8.1  percent,  with  de- 
creasing incremental  payments  as  the  ratio  of  resi- 
dents to  beds  rises. 

The  Conference  agreement  defines  dispropor- 
tionate share  hospitals  and  provides  for  additional 
payment  to  these  hospitals.  Urban  hospitals  with 
100  beds  or  more  are  considered  to  be  dispropor- 
tionate share  hospitals  if  low-income  patients 
make  up  15  percent  or  more  of  the  hospital's  pa- 
tient load.  Low-income  patients  are  defined  as  the 
sum  of  the  percent  of  the  hospital's  total  inpatient 
days  attributed  to  Medicaid  patients  and  the  per- 
cent of  the  hospital's  Medicare  inpatient  days  at- 
tributed to  beneficiaries  who  are  also  eligible  for 
Supplemental  Security  Income. 

Outlier  payments  are  estimated  by  applying  the 
thresholds  proposed  for  fiscal  year  1986  to  all  the 
cases  in  the  PATBILL  file.  Adjustments  for  indi- 
rect teaching  and  disproportionate  share  hospi- 
tals are  also  included  in  the  outlier  payments. 

An  adjustment  to  payments  was  made  to  esti- 
mate the  Conference  agreement  requirement  that 


the  standardized  amounts  be  re-standardized  using 
the  new  indirect  teaching  adjustment.  Urban  and 
rural  payments  were  adjusted  by  separate  factors 
so  that  total  payments  for  each  group  would  equal 
payments  if  the  teaching  adjustment  were  reduced 
to  8.7  percent  and  there  were  no  additional  pay- 
ment for  disproportionate  share  hospitals.  This 
adjustment  has  the  effect  of  reducing  payment  to 
urban  hospitals  relative  to  rural  hospitals,  since 
indirect  teaching  payments  comprise  a  larger  por- 
tion of  payment  to  urban  hospitals  than  to  rural 
hospitals. 

Limitations  of  the  Estimates 

The  model  incorporates  important  simplifying 
assumptions  that  limit  its  accuracy  in  predicting 
total  PPS  payments  and  might  affect  the  distribu- 
tional results  described  here.  Volume,  length  of 
stay,  and  case-mix  information  from  fiscal  year 
1984  were  used  to  estimate  payments  under  fully 
hospital-specific  and  fully  national  rates.  These 
factors  are  expected  to  change  from  year  to  year, 
and  the  pattern  of  changes  might  affect  the  dis- 
tribution of  PPS  payments.  For  example,  if  case- 
mix  is  increasing  faster  in  one  group  of  hospitals 
than  the  average,  we  may  be  understating  the  rela- 
tive payments  under  national  rates  of  this  group. 
Further  decline  in  lengths  of  stay  would  reduce 
the  proportion  of  payments  made  for  outlier 
cases. 

Moreover,  changes  in  policy  from  those  used 
to  estimate  payments  could  have  important  effects 
on  the  distribution  of  payments.  For  example,  if 
a  larger  reduction  was  made  in  the  indirect  teach- 
ing adjustment,  payments  to  teaching  hospitals 
would  be  reduced.  The  size  of  the  update  factor 
would  not  affect  the  results,  however,  since  this 
would  be  applied  equally  across  all  hospitals,  and 
the  results  describe  relative  payments  to  differ- 
ent types  of  hospitals. 

A  further  limitation  of  the  model  is  that  it  prob- 
ably underestimates  payments  for  cost  outlier 
cases,  but  this  should  not  affect  the  results  sig- 
nificantly. A  case  is  a  cost  outlier  if  it  is  not  a  day 
outlier,  and  its  covered  costs — defined  as  72  per- 
cent of  covered  charges — exceed  a  threshold  that 
is  the  higher  of  a  dollar  amount  $13,500  or  two 
times  the  Federal  payment  for  that  DRG.  Payment 
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for  these  cases  is  equal  to  60  percent  of  the  differ- 
ence in  the  threshold  and  the  covered  costs. 

In  the  model,  covered  charges  in  fiscal  year  1984 
dollars  are  being  compared  to  the  fiscal  year  1986 
threshold.  Since  charges  are  most  likely  higher 
than  they  were  in  fiscal  year  1984,  the  model  prob- 
ably identifies  too  few  cost  outlier  cases,  and  for 


the  cases  that  do  exceed  the  threshold,  cost  out- 
lier payments  that  are  too  low.  Since  payment  for 
cost  outlier  cases  comprise  only  about  1  percent 
of  all  PPS  payments,  the  effects  of  this  underesti- 
mate on  the  model's  results  are  probably  not  sig- 
nificant. 
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INTRODUCTION 


In  Pub.  L.  98-21,  Congress  directed  the  Prospective  Payment  Assessment  Commission  to 
collect  and  assess  information  that  would  enable  the  Commission  to  fulfill  its  mandate 
to  recommend  DRG  adjustments  and  an  update  factor  reflecting  appropriate  patterns  of 
resource  use  in  the  delivery  of  safe,  efficacious,  and  cost-effective  care.   To  facilitate 
the  collection  and  assessment  of  information,  Congress  gave  the  Commission  broad  authority 
to  award  grants  and  contracts  for  needed  research.    It  also  directed  the  Commission  to 
adopt  procedures  allowing  interested  parties  to  submit  information,  and  to  utilize  existing 
information  where  possible. 

The  following  compilation  of  Federal  and  non-Federal  studies  relevant  to  prospective 
payment  is  an  ongoing  effort,  developed  so  that  the  Commission  and  its  staff  would  have 
knowledge  of  work  completed,  in  progress,  planned,  and  proposed.    Such  information  is 
essential  to  the  Commision's  own  data  development  and  analytic  agenda. 

This  compilation  was  prepared  with  the  assistance  of  staff  from  the  noted  agencies  and 
organizations,  to  whom  the  Commission  extends  its  gratitude.  Special  appreciation  is 
extended  to  the  Office  of  Technology  Assessment.    While  the  listing  attempts  to  be  compre- 
hensive, there  no  doubt  are  omissions.    The  Commission  therefore  encourages  organizations 
to  provide  corrections  and  updated  material  so  that  it  will  be  able  to  consider  such 
information  in  its  future  deliberations. 
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Appendix  E 

Medicare  Diagnosis-Related  Groups  and 

Weights  for  Fiscal  Year  1986 


RELATIVE 

ORG      MDC  TITLE  WEIGHTS 


1 

1  SURG 

CRANIOTOMY  AGE  >17  EXCEPT  FOR  TRAUMA 

3 

.5632 

2 

1  SURG 

CRANIOTOMY  FOR  TRAUMA  AGE  >17 

3 

.81 17 

3 

1     SURG  * 

CRANIOTOMY  AGE  <18 

2 

.9183 

4 

1  SURG 

SPINAL  PROCEDURES 

2 

.7300 

5 

1  SURG 

EXTRACRANIAL  VASCULAR  PROrFDURFS 

1 

.6510 

6 

1  SURG 

CARPAL  TUNNEL  RFI  FA<5F 

o 

.4072 

7 

1  SURG 

PFRIPH   +  CRANIA!    NFRVF  +  DTHFP   WFPVDIK  9YST   PPfir  4T,F 

1 

.3867 

8 

1  SURG 

PERIPH  +  CRANIAL   NFRVF  +  OTHFR  NFRVm 19  9Y9T  PROP  AHF 

<7D  u/n  r  r 

o 

.7466 

9 

1  MED 

SPINAL  DISORDERS  +  INJURIES 

1 

.4237 

10 

1  HED 

NERVOUS  SYSTEM  NEOPLASMS  AGF  >69  AND /OR  C  C 

1 

.  1324 

11 

1  HED 

NERVOUS  SYSTEM  NFOPI  ASM<5  AGF  <70  U/Cl  r  r 

o 

.9338 

12 

1  MED 

DEGENERATIVE  NERVOUS  SYSTFM  DISORDFRS 

1 

.0016 

13 

1  MED 

MULTIPLE  SCLEROSIS  +  CEREBELLAR  ATAXIA 

o 

.9789 

14 

1  MED 

SPECIFIC  CEREBROVASCULAR  DISORDERS  EXCEPT  TIA 

1 

3144 

15 

1  MED 

TRANSIENT  ISCHEMIC  ATTACK  AND  PRECEREBRAL  OCCLUSIONS 

o 

6241 

1  o 

i  ntu 

NUNSKtLlrlL  LcKtBKUVAbLULAK  DISORDERS  WITH  C.C. 

U 

on/  /. 

17 

1  MED 

NONSPECIFIC  CEREBROVASCULAR  DISORDERS  W/0  C.C. 

0 

6803 

18 

1  MED 

CRANIAL  +  PERIPHERAL  NERVE  DISORDERS  AGE  >69  AND/OR  C 

.C. 

0 

7567 

19 

1  MED 

CRANIAL  +  PERIPHERAL  NERVE  DISORDERS  AGE  <70  W/O  C.C. 

0 

6548 

20 

1  MED 

NERVOUS  SYSTEM  INFECTION  EXCEPT  VIRAL  MENINGITIS 

1 

4090 

21 

1  MED 

VIRAL  MENINGITIS 

1 

3144 

22 

1  MED 

HYPERTENSIVE  ENCEPHALOPATHY 

0 

7087 

23 

1  MED 

NONTRAUMATIC  STUPOR  +  COMA 

1. 

1242 

24 

1  MED 

SEIZURE  +  HEADACHE  AGE  >69  AND/OR  C.C. 

0. 

7644 

25 

1  MED 

SEIZURE  +  HEADACHE  AGE  18-69  W/O  C.C. 

0. 

5522 

26 

1  MED 

SEIZURE  +  HEADACHE  AGE  0-17 

0. 

6255 

27 

1  MED 

TRAUMATIC  STUPOR  +  COMA,  COMA  >1  HR 

1. 

5648 

28 

1  MED 

TRAUMATIC  STUPOR  +  COMA,  COMA  <1  HR  AGE  >69  AND/OR  C. 

c. 

0. 

9422 

29 

1  MED 

TRAUMATIC  STUPOR  +  COMA  <1  HR  AGE  18-69  W/O  C.C. 

0. 

6462 

30 

1    MED  * 

TRAUMATIC  STUPOR  +  COMA  <1  HR  AGE  0-17 

0. 

3539 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 

DRG      MDC  TITLE  WEIGHTS 


31 

1 

MED 

CONCUSSION  AGE  >69  AND/OR  C.C. 

U 

jjoj 

32 

1 

MED 

CONCUSSION  AGE  18-69  W/O  C.C. 

U 

/  CiAA 

33 

1 

MED 

CONCUSSION  AGE  0-17 

U 

C.H  J  1 

34 

1 

MED 

OTHER  DISORDERS  OF  NERVOUS  SYSTEM  AGE  >69  AND/OR  C 

C. 

0 

VI  1 f 

35 

1 

MED 

OTHER  DISORDERS  OF  NERVOUS  SYSTEM  AGE  <70  W/O  C.C. 

u 

36 

2 

SURG 

RETINAL  PROCEDURES 

U 

1  1  Uj 

37 

2 

SURG 

ORBITAL  PROCEDURES 

U 

OOOO 

38 

2 

SURG 

PRIMARY  IRIS  PROCEDURES 

U 

7non 

39 

2 

SURG 

LENS  PROCEDURES  WITH  OR  WITHOUT  VITRECTOMY 

U 

3  ( <L\ 

40 

2 

SURG 

EXTRAOCULAR  PROCEDURES  EXCEPT  ORBIT  AGE  >17 

u 

41 

2 

SURG 

* 

EXTRAOCULAR  PROCEDURES  EXCEPT  ORBIT  AGE  0-17 

U 

7ZC7 
JOJ  1 

42 

2 

SURG 

INTRAOCULAR  PROCEDURES  EXCEPT  RETINA,  IRIS  +  LENS 

U 

43 

2 

MED 

HYPHEMA 

U 

44 

2 

MED 

ACUTE  MAJOR  EYE  INFECTIONS 

U 

ODyf 

45 

2 

MED 

NEUROLOGICAL  EYE  DISORDERS 

U 

^/  no 

46 

2 

MED 

OTHER  DISORDERS  OF  THE  EYE  AGE  >17  WITH  C.C. 

u 

OU  1  u 

47 

2 

MED 

OTHER  DISORDERS  OF  THE  EYE  AGE  >17  W/O  C.C. 

U 

/  1  Q? 

48 

2 

MED 

OTHER  DISORDERS  OF  THE  EYE  AGE  0-17 

u 

HU  I  o 

49 

3 

SURG 

MAJOR  HEAD  +  NECK  PROCEDURES 

c 

Or  4J 

50 

3 

SURG 

SIALOADENECTOMY 

n 
u 

I  U  j*+ 

51 

3 

SURG 

SALIVARY  GLAND  PROCEDURES  EXCEPT  SIALOADENECTOMY 

n 
u 

jOQ  1 

52 

3 

SURG 

CLEFT  LIP  +  PALATE  REPAIR 

0 

6956 

53 

3 

SURG 

SINUS  +  MASTOID  PROCEDURES  AGE  >17 

u 

A1  7  A 
0  1  f  O 

54 

3 

SURG 

SINUS  +  MASTOID  PROCEDURES  AGE  0-17 

0 

6889 

55 

3 

SURG 

MISCELLANEOUS  EAR,  NOSE  +  THROAT  PROCEDURES 

u 

4JHt 

56 

3 

SURG 

RHINOPLASTY 

0 

4358 

57 

3 

SURG 

T+A  PROC  EXCEPT  TONSILLECTOMY  AND/OR  ADENOIDECTOMY 

ONLY 

AGE 

>17 

0 

7718 

58 

3 

SURG 

* 

T+A  PROC  EXCEPT  TONSILLECTOMY  AND/OR  ADENOIDECTOMY 

ONLY 

AGE 

0-17 

0 

3097 

59 

3 

SURG 

TONSILLECTOMY  AND/OR  ADENOIDECTOMY  ONLY  AGE  >17 

0 

4132 

60 

3 

SURG 

* 

TONSILLECTOMY  AND/OR  ADENOIDECTOMY  ONLY  AGE  0-17 

0 

2616 

*  Medicare 

data 

have  been  supplemented  by  data  from  Maryland  and  Michigan  for 

low  volume 

DRGs. 
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RELATIVE 

ORG      MDC  TITLE  WEIGHTS 


61 

3 

SURG 

MYRINGOTOMY  WITH  TUBE  INSERTION  AGE  >17 

0 

.4274 

62 

3 

SURG 

*  MYRINGOTOMY  WITH  TUBE  INSERTION  AGE  0-17 

0 

.3089 

63 

3 

SURG 

OTHER  EAR,  NOSE  +  THROAT  O.R.  PROCEDURES 

1 

.1619 

64 

3 

MED 

EAR,  NOSE  +  THROAT  MALIGNANCY 

0 

.9769 

65 

3 

MED 

DYSEQUI LIBRIUM 

0 

.4499 

66 

3 

MED 

EPISTAXIS 

0 

.4146 

67 

3 

MED 

EPIGLOTTITIS 

0 

.9364 

68 

3 

MED 

OTITIS  MEDIA  +  URI  AGE  >69  AND/OR  C.C. 

0 

,6092 

69 

3 

MED 

OTITIS  MEDIA  +  URI  AGE  18-69  W/O  C.C. 

0 

.5040 

70 

3 

MED 

OTITIS  MEDIA  +  URI  AGE  0-17 

0 

.5251 

71 

3 

MED 

LARYNGOTRACHEITIS 

0 

.6594 

72 

3 

MED 

NASAL  TRAUMA  +  DEFORMITY 

0, 

.5217 

73 

3 

MED 

OTHER  EAR,  NOSE  +  THROAT  DIAGNOSES  AGE  >17 

0, 

.6049 

74 

3 

MED 

*  OTHER  EAR,  NOSE  +  THROAT  DIAGNOSES  AGE  0-17 

0, 

.3427 

75 

4 

SURG 

MAJOR  CHEST  PROCEDURES 

2, 

.9780 

76 

4 

SURG 

OTHER  RESPIRATORY  SYSTEM  O.R.  PROCEDURES  WITH  C.C. 

2, 

.5667 

77 

4 

SURG 

OTHER  RESPIRATORY  SYSTEM  O.R.  PROCEDURES  W/O  C.C. 

1 , 

.6735 

78 

4 

MED 

PULMONARY  EMBOLISM 

1 , 

.4802 

79 

4 

MED 

RESPIRATORY  INFECTIONS  +  INFLAMMATIONS  AGE  >69  AND/OR  C.C. 

1 . 

.9546 

80 

4 

MED 

RESPIRATORY  INFECTIONS  +  INFLAMMATIONS  AGE  18-69  W/O  C.C. 

1 . 

.4403 

81 

4 

MED 

*  RESPIRATORY  INFECTIONS  +  INFLAMMATIONS  AGE  0-17 

0, 

.8652 

82 

4 

MED 

RESPIRATORY  NEOPLASMS 

1. 

.1259 

83 

4 

MED 

MAJOR  CHEST  TRAUMA  AGE  >69  AND/OR  C.C. 

0. 

.8398 

84 

4 

MED 

MAJOR  CHEST  TRAUMA  AGE  <70  W/O  C.C. 

0, 

,5921 

85 

4 

MED 

PLEURAL  EFFUSION  AGE  >69  AND/OR  C.C. 

1. 

,1198 

86 

4 

MED 

PLEURAL  EFFUSION  AGE  <70  W/O  C.C. 

0. 

,9761 

87 

4 

MED 

PULMONARY  EDEMA  +  RESPIRATORY  FAILURE 

1, 

,8078 

88 

4 

MED 

CHRONIC  OBSTRUCTIVE  PULMONARY  DISEASE 

1. 

,0769 

89 

4 

MED 

SIMPLE  PNEUMONIA  +  PLEURISY  AGE  >69  AND/OR  C.C. 

1. 

,1768 

90 

4 

MED 

SIMPLE  PNEUMONIA  +  PLEURISY  AGE  18-69  W/O  C.C. 

0. 

,8900 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

91 

4 

MED 

SIMPLE  PNEUMONIA  +  PLEURISY  AGE  0-17 

0 

.8216 

92 

4 

MED 

INTERSTITIAL  LUNG  DISEASE  AGE  >69  AND/OR  C.C. 

1 

.1117 

93 

4 

MED 

INTERSTITIAL  LUNG  DISEASE  AGE  <70  W/O  C.C. 

0 

.8642 

94 

4 

MED 

PNEUMOTHORAX  AGE  >69  AND/OR  C.C. 

1 

.3044 

95 

4 

MED 

PNEUMOTHORAX  AGE  <70  W/O  C.C. 

0 

.8797 

96 

4 

MED 

BRONCHITIS  +  ASTHMA  AGE  >69  AND/OR  C.C. 

0 

.8448 

97 

4 

MED 

BRONCHITIS  +  ASTHMA  AGE  18-69  W/O  C.C. 

0 

.7092 

98 

4 

MED 

BRONCHITIS  +  ASTHMA  AGE  0-17 

0 

.7202 

99 

4 

MED 

RESPIRATORY  SIGNS  +  SYMPTOMS  AGE  >69  AND/OR  C.C. 

0 

.8078 

100 

4 

MED 

RESPIRATORY  SIGNS  +  SYMPTOMS  AGE  <70  W/O  C.C. 

0 

.6255 

101 

4 

MED 

OTHER  RESPIRATORY  SYSTEM  DIAGNOSES  AGE  >69  AND/OR  C.C. 

0 

.8461 

102 

4 

MED 

OTHER  RESPIRATORY  SYSTEM  DIAGNOSES  AGE  <70 

0 

.6843 

103 

5 

SURG 

HEART  TRANSPLANT 

0 

.0000 

104 

5 

SURG 

CARDIAC  VALVE  PROCEDURE  WITH  PUMP  +  WITH  CARDIAC  CATH 

7.3161 

105 

5 

SURG 

CARDIAC  VALVE  PROCEDURE  WITH  PUMP  +  W/O  CARDIAC  CATH 

6 

3400 

106 

5 

SURG 

CORONARY  BYPASS  WITH  CARDIAC  CATH 

5 

3332 

107 

5 

SURG 

CORONARY  BYPASS  W/O  CARDIAC  CATH 

4 

6614 

108 

5 

SURG 

OTHER  CARDIOVASCULAR  OR  THORACIC  PROC,  WITH  PUMP 

4 

7810 

109 

5 

SURG 

CARDIOTHORACIC  PROCEDURES  W/O  PUMP 

4 

3597 

110 

5 

SURG 

MAJOR  RECONSTRUCTIVE  VASCULAR  PROC  W/O  PUMP  AGE  >69  AND/OR  C.C. 

3 

3215 

111 

5 

SURG 

MAJOR  RECONSTRUCTIVE  VASCULAR  PROC  W/O  PUMP  AGE  <70  W/O  C.C. 

2 

4581 

112 

5 

SURG 

VASCULAR  PROCEDURES  EXCEPT  MAJOR  RECONSTRUCTION  W/O  PUMP 

2 

2239 

113 

5 

SURG 

AMPUTATION  FOR  CIRCULATORY  SYSTEM  DISORDERS  EXCEPT  UPPER  LIMB  + 

TOE 

2. 

5406 

114 

5 

SURG 

UPPER  LIMB  +  TOE  AMPUTATION  FOR  CIRC  SYSTEM  DISORDERS 

1. 

8946 

115 

5 

SURG 

PERMANENT  CARDIAC  PACEMAKER  IMPLANT  WITH  AMI ,  HEART  FAILURE,  OR 

SHOCK 

4. 

1634 

116 

5 

SURG 

PERMANENT  CARDIAC  PACEMAKER  IMPLANT  W/O  AMI,  HEART  FAILURE,  OR 

SHOCK 

2. 

9709 

117 

5 

SURG 

CARDIAC  PACEMAKER  REPLACE  +  REVIS  EXC  PULSE  GEN  REPL  ONLY 

1. 

4684 

118 

5 

SURG 

CARDIAC  PACEMAKER  PULSE  GENERATOR  REPLACEMENT  ONLY 

1. 

8784 

119 

5 

SURG 

VEIN  LIGATION  +  STRIPPING 

0. 

9165 

120 

5 

SURG 

OTHER  CIRCULATORY  SYSTEM  O.R.  PROCEDURES 

2. 

2580 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

121 

5 

MED 

CIRCULATORY  DISORDERS  WITH  AMI  +  C.V.  COMP.,  DISCHARGED  ALIVE 

1 

.7694 

122 

5 

MED 

CIRCULATORY  DISORDERS  WITH  AMI  W/O  C.V.  COMP.,  DISCHARGED  ALIVE 

1 

.3270 

123 

5 

MED 

CIRCULATORY  DISORDERS  WITH  AMI,  EXPIRED 

1 

.3525 

124 

5 

MED 

CIRCULATORY  DISORDERS  EXC  AMI  WITH  CARD  CATH  +  COMPLEX  DIAGNOSIS 

1 

.2553 

125 

5 

MED 

CIRCULATORY  DISORDERS  EXC  AMI  WITH  CARD  CATH  W/O  COMPLEX  DIAGNOSIS 

0 

.7266 

126 

5 

MED 

ACUTE  +  SUBACUTE  ENDOCARDITIS 

2 

.9840 

127 

5 

MED 

HEART  FAILURE  +  SHOCK 

1 

.0100 

128 

5 

MED 

DEEP  VEIN  THROMBOPHLEBITIS 

0 

.8456 

129 

5 

MED 

CARDIAC  ARREST,  UNEXPLAINED 

1 

.7200 

130 

5 

MED 

PERIPHERAL  VASCULAR  DISORDERS  AGE  >69  AND/OR  C.C. 

0 

.8254 

131 

5 

MED 

PERIPHERAL  VASCULAR  DISORDERS  AGE  <70  W/O  C.C. 

0 

.6712 

132 

5 

MED 

ATHEROSCLEROSIS  AGE  >69  AND/OR  C.C. 

0 

.8040 

133 

5 

MED 

ATHEROSCLEROSIS  AGE  <70  W/O  C.C. 

0 

.7050 

134 

5 

MED 

HYPERTENSION 

0 

.6365 

135 

5 

MED 

CARDIAC  CONGENITAL  +  VALVULAR  DISORDERS  AGE  >69  AND/OR  C.C. 

0 

.8936 

136 

5 

MED 

CARDIAC  CONGENITAL  +  VALVULAR  DISORDERS  AGE  18-69  W/O  C.C. 

0 

.7526 

137 

5 

MED 

*  CARDIAC  CONGENITAL  +  VALVULAR  DISORDERS  AGE  0-17 

0, 

.6315 

138 

5 

MED 

CARDIAC  ARRHYTHMIA  +  CONDUCTION  DISORDERS  AGE  >69  AND/OR  C.C. 

0, 

.8138 

139 

5 

MED 

CARDIAC  ARRHYTHMIA  +  CONDUCTION  DISORDERS  AGE  <70  W/O  C.C. 

0. 

.6517 

140 

5 

MED 

ANGINA  PECTORIS 

0. 

.6895 

141 

5 

MED 

SYNCOPE  +  COLLAPSE  AGE  >69  AND/OR  C.C. 

0. 

,6188 

142 

5 

MED 

SYNCOPE  +  COLLAPSE  AGE  <70  W/O  C.C. 

0. 

,5335 

143 

5 

MED 

CHEST  PAIN 

0. 

,5895 

144 

5 

MED 

OTHER  CIRCULATORY  SYSTEM  DIAGNOSES  WITH  C.C. 

1. 

,1158 

145 

5 

MED 

OTHER  CIRCULATORY  SYSTEM  DIAGNOSES  W/O  C.C. 

0. 

8477 

146 

6 

SURG 

RECTAL  RESECTION  AGE  >69  AND/OR  C.C. 

3. 

0755 

147 

6 

SURG 

RECTAL  RESECTION  AGE  <70  W/O  C.C. 

2. 

2737 

148 

6 

SURG 

MAJOR  SMALL  +  LARGE  BOWEL  PROCEDURES  AGE  >69  AND/OR  C.C. 

2. 

9407 

149 

6 

SURG 

MAJOR  SMALL  +  LARGE  BOWEL  PROCEDURES  AGE  <70  W/O  C.C. 

2. 

1072 

150 

6 

SURG 

PERITONEAL  ADHESIOLYSIS  AGE  >69  AND/OR  C.C. 

2. 

3428 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

151 

6 

SURG 

PERITONEAL  ADHESIOLYSIS  AGE  <70  W/O  C.C. 

1.5902 

152 

6 

SURG 

MINOR  SMALL  +  LARGE  BOWEL  PROCEDURES  AGE  >69  AND/OR  C.C. 

1.4069 

153 

6 

SURG 

MINOR  SMALL  +  LARGE  BOWEL  PROCEDURES  AGE  <70  W/O  C.C. 

1.0993 

154 

6 

SURG 

STOMACH,  ESOPHAGEAL  +  DUODENAL  PROCEDURES  AGE  >69  AND/OR  C.C. 

2.6880 

155 

6 

SURG 

STOMACH,  ESOPHAGEAL  +  DUODENAL  PROCEDURES  AGE  18-69  W/O  C.C. 

1.7906 

156 

6 

SURG 

*  STOMACH,  ESOPHAGEAL  +  DUODENAL  PROCEDURES  AGE  0-17 

0.8382 

157 

6 

SURG 

ANAL  AND  STONAL  PROCEDURES  AGE  >69  AND/OR  C.C. 

0.7302 

158 

6 

SURG 

ANAL  AND  STONAL  PROCEDURES  AGE  <70  W/O  C.C. 

0.5513 

159 

6 

SURG 

HERNIA  PROCEDURES  EXCEPT  INGUINAL  +  FEMORAL  AGE  >69  AND/OR  C.C. 

1.0000 

160 

6 

SURG 

HERNIA  PROCEDURES  EXCEPT  INGUINAL  +  FEMORAL  AGE  18-69  W/O  C.C. 

0.7457 

161 

6 

SURG 

INGUINAL  +  FEMORAL  HERNIA  PROCEDURES  AGE  >69  AND/OR  C.C. 

0.6538 

162 

6 

SURG 

INGUINAL  +  FEMORAL  HERNIA  PROCEDURES  AGE  18-69  W/O  C.C. 

0.5264 

163 

6 

SURG 

HERNIA  PROCEDURES  AGE  0-17 

0.9648 

164 

6 

SURG 

APPENDECTOMY  WITH  COMPLICATED  PRINCIPAL  DIAGNOSIS  AGE  >69  AND/OR  C.C. 

2.0649 

165 

6 

SURG 

APPENDECTOMY  WITH  COMPLICATED  PRINCIPAL  DIAGNOSIS  AGE  <70  W/O  C.C. 

1.4379 

166 

6 

SURG 

APPENDECTOMY  W/O  COMPLICATED  PRINCIPAL  DIAGNOSIS  AGE  >69  AND/OR  C.C. 

1.3606 

167 

6 

SURG 

APPENDECTOMY  W/O  COMPLICATED  PRINCIPAL  DIAGNOSIS  AGE  <70  W/O  C.C. 

0.8855 

168 

6 

SURG 

MOUTH  PROCEDURES  AGE  >69  AND/OR  C.C. 

0.9188 

169 

6 

SURG 

MOUTH  PROCEDURES  AGE  <70  W/O  C.C. 

0.6585 

170 

6 

SURG 

OTHER  DIGESTIVE  SYSTEM  PROCEDURES  AGE  >69  AND/OR  C.C. 

2.7615 

171 

6 

SURG 

OTHER  DIGESTIVE  SYSTEM  PROCEDURES  AGE  <70  W/O  C.C. 

2.3305 

172 

6 

MED 

DIGESTIVE  MALIGNANCY  AGE  >69  AND/OR  C.C. 

1.0749 

173 

6 

MED 

DIGESTIVE  MALIGNANCY  AGE  <70  W/O  C.C. 

0.9604 

174 

6 

MED 

G.I.  HEMORRHAGE  AGE  >69  AND/OR  C.C. 

0.9075 

175 

6 

MED 

G.I.  HEMORRHAGE  AGE  <70  W/O  C.C. 

0.7069 

176 

6 

MED 

COMPLICATED  PEPTIC  ULCER 

0.9318 

177 

6 

MED 

UNCOMPLICATED  PEPTIC  ULCER  AGE  >69  AND/OR  C.C. 

0.6617 

178 

6 

MED 

UNCOMPLICATED  PEPTIC  ULCER  AGE  <70  W/O  C.C. 

0.5556 

179 

6 

MED 

INFLAMMATORY  BOWEL  DISEASE 

0.9877 

180 

6 

MED 

G.I.  OBSTRUCTION  AGE  >69  AND/OR  C.C. 

0.7584 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


ORG 

MDC 

TITLE 

WEIGHTS 

181 

6 

MED 

G.I.  OBSTRUCTION  AGE  <70  W/O  C.C. 

0 

.5828 

182 

6 

MED 

ESOPHAGITIS,  GASTROENTERITIS  +  MISC  DIGEST  DIS  AGE  >69  AND/OR  C.C. 

0 

.6034 

183 

6 

MED 

ESOPHAGITIS,  GASTROENTERITIS  +  MISC  DIGEST  DIS  AGE  18-69  W/O  C.C. 

0 

.5107 

184 

6 

MED 

ESOPHAGITIS,  GASTROENTERITIS  +  MISC  DIGEST  DISORDERS  AGE  0-17 

0 

.4828 

185 

6 

MED 

DENTAL  +  ORAL  DISEASE  EXCEPT  EXTRACTIONS  +  RESTORATIONS  AGE  >17 

0 

.7147 

186 

6 

MED 

*  DENTAL  +  ORAL  DISEASE  EXCEPT  EXTRACTIONS  +  RESTORATIONS  AGE  0-17 

0 

.4112 

187 

6 

MED 

DENTAL  EXTRACTIONS  +  RESTORATIONS 

0 

.4211 

188 

6 

MED 

OTHER  DIGESTIVE  SYSTEM  DIAGNOSES  AGE  >69  AND/OR  C.C. 

0 

.7173 

189 

6 

MED 

OTHER  DIGESTIVE  SYSTEM  DIAGNOSES  AGE  18-69  W/O  C.C. 

0 

.5272 

190 

6 

MED 

OTHER  DIGESTIVE  SYSTEM  DIAGNOSES  AGE  0-17 

0 

.9178 

191 

7 

SURG 

MAJOR  PANCREAS,  LIVER  +  SHUNT  PROCEDURES 

4 

.4608 

192 

7 

SURG 

MINOR  PANCREAS,  LIVER  +  SHUNT  PROCEDURES 

4 

.0442 

193 

7 

SURG 

BILIARY  TRACT  PROC  EXC  TOT  CHOLECYSTECTOMY  AGE  >69  AND/OR  C.C. 

2 

.8120 

194 

7 

SURG 

BILIARY  TRACT  PROC  EXC  TOT  CHOLECYSTECTOMY  AGE  <70  W/O  C.C. 

2 

.1206 

195 

7 

SURG 

TOTAL  CHOLECYSTECTOMY  WITH  C.D.E.  AGE  >69  AND/OR  C.C. 

2 

.2727 

196 

7 

SURG 

TOTAL  CHOLECYSTECTOMY  WITH  C.D.E.  AGE  <70  W/O  C.C. 

1. 

.5976 

197 

7 

SURG 

TOTAL  CHOLECYSTECTOMY  W/O  C.D.E.  AGE  >69  AND/OR  C.C. 

1. 

.7058 

198 

7 

SURG 

TOTAL  CHOLECYSTECTOMY  W/O  C.D.E.  AGE  <70  W/O  C.C. 

1, 

.1400 

199 

7 

SURG 

HEPATOBILIARY  DIAGNOSTIC  PROCEDURE  FOR  MALIGNANCY 

2, 

.3378 

200 

7 

SURG 

HEPATOBILIARY  DIAGNOSTIC  PROCEDURE  FOR  NON- MALIGNANCY 

2. 

.6286 

201 

7 

SURG 

OTHER  HEPATOBILIARY  OR  PANCREAS  O.R.  PROCEDURES 

2. 

,7130 

202 

7 

MED 

CIRRHOSIS  +  ALCOHOLIC  HEPATITIS 

1. 

,1665 

203 

7 

MED 

MALIGNANCY  OF  HEPATOBILIARY  SYSTEM  OR  PANCREAS 

1. 

0339 

204 

7 

MED 

DISORDERS  OF  PANCREAS  EXCEPT  MALIGNANCY 

0. 

9703 

205 

7 

MED 

DISORDERS  OF  LIVER  EXC  MALIG,  CIRR,  ALC  HEPA  AGE  >69  AND/OR  C.C. 

1. 

0720 

206 

7 

MED 

DISORDERS  OF  LIVER  EXC  MALIG,  CIRR,  ALC  HEPA  AGE  <70  W/O  C.C. 

0. 

7735 

207 

7 

MED 

DISORDERS  OF  THE  BILIARY  TRACT  AGE  >69  AND/OR  C.C. 

0. 

7775 

208 

7 

MED 

DISORDERS  OF  THE  BILIARY  TRACT  AGE  <70  W/O  C.C. 

0. 

5794 

209 

8 

SURG 

MAJOR  JOINT  AND  LIMB  REATTACHMENT  PROCEDURES 

2. 

3930 

210 

8 

SURG 

HIP  +  FEMUR  PROCEDURES  EXCEPT  MAJOR  JOINT  AGE  >69  AND/OR  C.C. 

2. 

0320 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

211 

8 

SURG 

HIP  +  FEMUR  PROCEDURES  EXCEPT  MAJOR  JOINT  AGE  18-69  W/O  C.C. 

1 

.7867 

212 

8 

SURG 

HIP  +  FEMUR  PROCEDURES  EXCEPT  MAJOR  JOINT  AGE  0-17 

1 

.6609 

213 

S 

SURG 

AMPUTATIONS  FOR  MUSCULOSKELETAL  SYSTEM  +  CONNECTIVE  TISSUE  DISORDERS 

1 

.9753 

214 

8 

SURG 

BACK  +  NECK  PROCEDURES  AGE  >69  AND/OR  C.C. 

1 

.8776 

215 

8 

SURG 

BACK  +  NECK  PROCEDURES  AGE  <70  W/O  C.C. 

1 

.4281 

216 

8 

SURG 

BIOPSIES  OF  MUSCULOSKELETAL  SYSTEM  +  CONNECTIVE  TISSUE 

1 

.5566 

217 

8 

SURG 

WND  DEBRID  +  SKN  GRFT  EXC  HAND  FOR  MUSCULOSKELETAL  +  CONN  TISS  DIS 

2 

.3100 

218 

8 

SURG 

LOWER  EXTREM  +  HUMER  PROC  EXC  HIP,  FOOT,  FEMUR  AGE  >69  AND /OR  C.C. 

1 

.3798 

219 

8 

SURG 

LOWER  EXTREM  +  HUMER  PROC  EXC  HIP,  FOOT,  FEMUR  AGE  18-69  W/O  C.C. 

1 

.0437 

220 

8 

SURG 

*  LOWER  EXTREM  +  HUMER  PROC  EXC  HIP,  FOOT,  FEMUR  AGE  0-17 

0 

.9242 

221 

8 

SURG 

KNEE  PROCEDURES  AGE  >69  AND/OR  C.C. 

0 

.9758 

222 

8 

SURG 

KNEE  PROCEDURES  AGE  <70  W/O  C.C. 

0 

.7113 

223 

8 

SURG 

UPPER  EXTREMITY  PROC  EXC  HUMERUS  +  HAND  AGE  >69  AND/OR  C.C. 

0 

.9853 

224 

8 

SURG 

UPPER  EXTREMITY  PROC  EXC  HUMERUS  +  HAND  AGE  <70  W/O  C.C. 

0 

.7891 

225 

8 

SURG 

FOOT  PROCEDURES 

0 

.6520 

226 

8 

SURG 

SOFT  TISSUE  PROCEDURES  AGE  >69  AND/OR  C.C. 

0.9811 

227 

3 

SURG 

SOFT  TISSUE  PROCEDURES  AGE  <70  W/O  C.C. 

0 

6872 

228 

8 

SURG 

GANGLION  (HAND)  PROCEDURES 

0 

3661 

229 

8 

SURG 

HAND  PROCEDURES  EXCEPT  GANGLION 

0 

6212 

230 

8 

SURG 

LOCAL  EXCISION  +  REMOVAL  OF  INT  FIX  DEVICES  OF  HIP  +  FEMUR 

1 

0555 

231 

8 

SURG 

LOCAL  EXCISION  +  REMOVAL  OF  INT  FIX  DEVICES  EXCEPT  HIP  +  FEMUR 

0 

7516 

232 

8 

SURG 

ARTHROSCOPY 

0 

6706 

233 

8 

SURG 

OTHER  MUSCULOSKELET  SYS  +  CONN  TISS  O.R.  PROC  AGE  >69  AND/OR  C.C. 

1 

3723 

234 

8 

SURG 

OTHER  MUSCULOSKELET  SYS  +  CONN  TISS  O.R.  PROC  AGE  <70  W/O  C.C. 

0 

9457 

235 

8 

MED 

FRACTURES  OF  FEMUR 

1 

4137 

236 

8 

MED 

FRACTURES  OF  HIP  +  PELVIS 

1. 

0714 

237 

8 

MED 

SPRAINS,  STRAINS  +  DISLOCATIONS  OF  HIP,  PELVIS  +  THIGH 

0. 

6049 

238 

8 

MED 

OSTEOMYELITIS 

1. 

6470 

239 

8 

MED 

PATHOLOGICAL  FRACTURES  +  MUSCULOSKELETAL  +  CONN  TISS  MALIGNANCY 

0. 

9272 

240 

8 

MED 

CONNECTIVE  TISSUE  DISORDERS  AGE  >69  AND/OR  C.C. 

0. 

9049 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

241 

8 

MED 

CONNECTIVE  TISSUE  DISORDERS  AGE  <70  W/O  C.C. 

0 

.7492 

242 

8 

MED 

SEPTIC  ARTHRITIS 

1 

.4562 

243 

8 

MED 

MEDICAL  BACK  PROBLEMS 

0 

.6843 

244 

8 

MED 

BONE  DISEASES  +  SPECIFIC  ARTHROPATHIES  AGE  >69  AND/OR  C.C. 

0 

.6748 

245 

8 

MED 

BONE  DISEASES  +  SPECIFIC  ARTHROPATHIES  AGE  <70  W/O  C.C. 

0 

.6407 

246 

8 

MED 

NON-SPECIFIC  ARTHROPATHIES 

0 

.5936 

247 

8 

MED 

SIGNS  +  SYMPTOMS  OF  MUSCULOSKELETAL  SYSTEM  +  CONNECTIVE  TISSUE 

0 

.5797 

248 

8 

MED 

TENDONITIS,  MYOSITIS  +  BURSITIS 

0 

.5892 

249 

8 

MED 

AFTERCARE,  MUSCULOSKELETAL  SYSTEM  +  CONNECTIVE  TISSUE 

0 

.7899 

250 

8 

MED 

FX,  SPRNS,  STRNS  +  DISL  OF  FOREARM,  HAND,  FOOT  AGE  >69  AND/OR  C.C. 

0 

.5162 

251 

8 

MED 

FX,  SPRNS,  STRNS  +  DISL  OF  FOREARM,  HAND,  FOOT  AGE  18-69  W/O  C.C. 

0 

.4004 

252 

8 

MED 

*  FX,  SPRNS,  STRNS  +  DISL  OF  FOREARM,  HAND,  FOOT  AGE  0-17 

0 

.3496 

253 

8 

MED 

FX,  SPRNS,  STRNS  +  DISL  OF  UPARM,  LOWLEG  EX  FOOT  AGE  >69  AND/OR  C.C. 

0 

.6323 

254 

8 

MED 

FX,  SPRNS,  STRNS  +  DISL  OF  UPARM,  LOWLEG  EX  FOOT  AGE  18-69  W/O  C.C. 

0 

.4931 

255 

8 

MED 

*  FX,  SPRNS,  STRNS  +  DISL  OF  UPARM,  LOWLEG  EX  FOOT  AGE  0-17 

0 

.4638 

256 

8 

MED 

OTHER  DIAGNOSES  OF  MUSCULOSKELETAL  SYSTEM  +  CONNECTIVE  TISSUE 

0, 

.6993 

257 

9 

SURG 

TOTAL  MASTECTOMY  FOR  MALIGNANCY  AGE  >69  AND/OR  C.C. 

1, 

.0634 

258 

9 

SURG 

TOTAL  MASTECTOMY  FOR  MALIGNANCY  AGE  <70  W/O  C.C. 

0, 

.9698 

259 

9 

SURG 

SUBTOTAL  MASTECTOMY  FOR  MALIGNANCY  AGE  >69  AND/OR  C.C. 

0. 

.8605 

260 

9 

SURG 

SUBTOTAL  MASTECTOMY  FOR  MALIGNANCY  AGE  <70 

0. 

.6661 

261 

9 

SURG 

BREAST  PROCECURE  FOR  NON- MALIGNANCY  EXCEPT  BIOPSY  +  LOCAL  EXCISION 

0. 

,6104 

262 

9 

SURG 

BREAST  BIOPSY  +  LOCAL  EXCISION  FOR  NON-MALIGNANCY 

0. 

.4252 

263 

9 

SURG 

SKIN-GRAFTS  AND/OR  DEBRID  ULCER  OR  CELLULITIS  AGE  >69  AND/OR  C.C. 

2. 

,4177 

264 

9 

SURG 

SKIN-GRAFTS  AND/OR  DEBRID  ULCER  OR  CELLULITIS  AGE  <70  W/O  C.C. 

2. 

1802 

265 

9 

SURG 

SKIN-GRAFT  AND/OR  DEBIRD  EXC  SKIN  ULCER  OR  CELLULITIS  WITH  C.C. 

1. 

3993 

266 

9 

SURG 

SKIN-GRAFT  AND/OR  DEBRID  EXC  SKIN  ULCER  OR  CELLULITIS  W/O  C.C. 

0. 

7313 

267 

9 

SURG 

PERIANAL  +  PILONIDAL  PROCEDURES 

0. 

6362 

268 

9 

SURG 

SKIN,  SUBCUTANEOUS  TISSUE  +  BREAST  PLASTIC  PROCEDURES 

0. 

5690 

269 

9 

SURG 

OTHER  SKIN,  SUBCUT  TISS  +  BREAST  O.R.  PROC  AGE  >69  AND/OR  C.C. 

1. 

1338 

270 

9 

SURG 

OTHER  SKIN,  SUBCUT  TISS  +  BREAST  O.R.  PROC  AGE  <70  W/O  C.C. 

0. 

7623 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

271 

9 

MED 

SKIN  ULCERS 

1 

.2609 

272 

9 

MED 

MAJOR  SKIN  DISORDERS  AGE  >69  AND/OR  C.C. 

0 

.8523 

273 

9 

MED 

MAJOR  SKIN  DISORDERS  AGE  <70  W/O  C.C. 

0 

.7972 

274 

9 

MED 

MALIGNANT  BREAST  DISORDERS  AGE  >69  AND/OR  C.C. 

1 

.0368 

275 

9 

MED 

MALIGNANT  BREAST  DISORDERS  AGE  <70  W/O  C.C. 

0 

.9882 

276 

9 

MED 

NON-MALIGNANT  BREAST  DISORDERS 

0 

.5676 

277 

9 

MED 

CELLULITIS  AGE  >69  AND/OR  C.C. 

0 

.8866 

278 

9 

MED 

CELLULITIS  AGE  18-69  W/O  C.C. 

0 

.7594 

279 

9 

MED 

*  CELLULITIS  AGE  0-17 

0 

.4739 

280 

9 

MED 

TRAUMA  TO  THE  SKIN,  SUBCUT  TISS  +  BREAST  AGE  >69  AND/OR  C.C. 

0 

.5417 

281 

9 

MED 

TRAUMA  TO  THE  SKIN,  SUBCUT  TISS  +  BREAST  AGE  18-69  W/O  C.C. 

0 

.4468 

282 

9 

MED 

*  TRAUMA  TO  THE  SKIN,  SUBCUT  TISS  +  BREAST  AGE  0-17 

0 

.3424 

283 

9 

MED 

MINOR  SKIN  DISORDERS  AGE  >69  AND/OR  C.C. 

0 

.6368 

284 

9 

MED 

MINOR  SKIN  DISORDERS  AGE  <70  W/O  C.C. 

0 

5172 

285 

10 

SURG 

AMPUTATION  OF  LOWER  LIMB  FOR  ENDOCRINE,  NUTRIT  +  METAB  DISORDERS 

3 

2724 

286 

10 

SURG 

ADRENAL  +  PITUITARY  PROCEDURES 

2 

6731 

287 

10 

SURG 

SKIN  GRAFTS  +  WOUND  DEBRID  FOR  ENDOCRINE,  NUTRIT  +  METAB  DISORDERS 

2 

3781 

288 

10 

SURG 

O.R.  PROCEDURES  FOR  OBESITY 

2 

1130 

289 

10 

SURG 

PARATHYROID  PROCEDURES 

1 

3308 

290 

10 

SURG 

THYROID  PROCEDURES 

0 

8563 

291 

10 

SURG 

THYROGLOSSAL  PROCEDURES 

0 

6073 

292 

10 

SURG 

OTHER  ENDOCRINE,  NUTRIT  +  METAB  O.R.  PROC  AGE  >69  AND/OR  C.C. 

2 

3131 

293 

10 

SURG 

OTHER  ENDOCRINE,  NUTRIT  +  METAB  O.R.  PROC  AGE  <70  W/O  C.C. 

1 

7962 

294 

10 

MED 

DIABETES  AGE  >35 

0 

7454 

295 

10 

MED 

DIABETES  AGE  0-35 

0 

7886 

296 

10 

MED 

NUTRITIONAL  +  MISC  METABOLIC  DISORDERS  AGE  >69  AND/OR  C.C. 

0 

8271 

297 

10 

MED 

NUTRITIONAL  +  MISC  METABOLIC  DISORDERS  AGE  18-69  W/O  C.C. 

0 

6998 

298 

10 

MED 

NUTRITIONAL  +  MISC  METABOLIC  DISORDERS  AGE  0-17 

0. 

7202 

299 

10 

MED 

INBORN  ERRORS  OF  METABOLISM 

0 

8080 

300 

10 

MED 

ENDOCRINE  DISORDERS  AGE  >69  AND/OR  C.C. 

0. 

9349 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


UKu 

TITLE 

WEIGHTS 

I  u 

ncu 

ENDOCRINE  DISORDERS  AGE  <70  W/0  C.C. 

0 

.6882 

7no 

JVC 

ci  ipr: 

KIDNEY  TRANSPLANT 

4 

.6273 

7H7 

CI  IDC 

KIDNEY,  URETER  +  MAJOR 

BLADDER  PROCEDURE  FOR  NEOPLASM 

2 

.7610 

ci  id  r; 

KIDNEY,  URETER  +  MAJOR 

BLADDER  PROC  FOR  NON-MALIG  AGE 

->A0  Aun  /no  p  p 
>Ot  ANU/UK  L.L. 

2 

.0323 

tit; 

ci  ion 

KIDNEY,  URETER  +  MAJOR 

BLADDER  PROC  FOR  NON-MALIG  AGE 

<-7n  u  /n  p  p 
<f U  W/U  L.L. 

1 

.4894 

.JUO 

ci  idt 

PROSTATECTOMY  AGE  >69  AND/OR  C.C. 

1 

.2595 

7n7 

our 

ci  idp 

PROSTATECTOMY  AGE  <70  W/0  C.C. 

0 

.9587 

0UO 

ci  tor 

MINOR  BLADDER  PROCEDURES  AGE  >69  AND/OR  C.C. 

1 

1490 

7  no 

ci  idt 

MINOR  BLADDER  PROCEDURES  AGE  <70  W/0  C.C. 

0 

8665 

Tin 

ci  idt 

TRANSURETHRAL  PROCEDURES  AGE  >69  AND/OR  C.C. 

0 

7266 

711 

jl  1 

CI  IDC 

TRANSURETHRAL  PROCEDURES  AGE  <70  W/0  C.C. 

0 

5563 

710 
0  I  C 

ci  idt 

URETHRAL  PROCEDURES  AGE 

>69  AND/OR  C.C. 

0 

7308 

717 

J  I  J 

ci  tor 
bUKu 

URETHRAL  PROCEDURES  AGE 

18-69  W/0  C.C. 

0 

5936 

71  / 
J  \<+ 

ci  idt 
bUKb 

*  URETHRAL  PROCEDURES  AGE 

0-17 

0 

4323 

7 1  C 

J  I  J 

CI  IDf 
bUKu 

OTHER  KIDNEY  +  URINARY 

TRACT  O.R.  PROCEDURES 

2 

7760 

7  1  A 

ntu 

RENAL  FAILURE 

1 

3212 

717 

ncu 

ADMIT  FOR  RENAL  DIALYSIS 

0 

4907 

7  1  A 

yen 

KIDNEY  +  URINARY  TRACT 

NEOPLASMS  AGE  >69  AND/OR  C.C. 

0 

9231 

7  1  O 

urn 

ntu 

KIDNEY  +  URINARY  TRACT 

NEOPLASMS  AGE  <70  W/0  C.C. 

0 

7418 

7on 

wen 
ncu 

KIDNEY  +  URINARY  TRACT 

INFECTIONS  AGE  >69  AND/OR  C.C. 

0 

8629 

701 

upn 
ncu 

KIDNEY  +  URINARY  TRACT 

INFECTIONS  AGE  18-69  W/0  C.C. 

0 

6753 

700 

upn 
ncu 

KIDNEY  +  URINARY  TRACT 

INFECTIONS  AGE  0-17 

0 

6998 

323 

MED 

URINARY  STONES  AGE  >69 

AND/OR  C.C. 

0 

5863 

324 

MED 

URINARY  STONES  AGE  <70 

W/0  C.C. 

0 

4098 

325 

MED 

KIDNEY  +  URINARY  TRACT 

SIGNS  +  SYMPTOMS  AGE  >69  AND/OR 

C.C. 

0 

6504 

326 

MED 

KIDNEY  +  URINARY  TRACT 

SIGNS  +  SYMPTOMS  AGE  18-69  W/0 

C.C. 

0. 

5159 

327 

MED 

KIDNEY  +  URINARY  TRACT 

SIGNS  +  SYMPTOMS  AGE  0-17 

0 

5511 

328 

MED 

URETHRAL  STRICTURE  AGE 

>69  AND/OR  C.C. 

0. 

5939 

329 

MED 

URETHRAL  STRICTURE  AGE 

18-69  W/0  C.C. 

0. 

4870 

330 

MED 

*  URETHRAL  STRICTURE  AGE 

0-17 

0. 

2788 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

331 

11 

MED 

OTHER  KIDNEY  +  URINARY  TRACT  DIAGNOSES  AGE  >69  AND/OR  C.C. 

0 

.8333 

332 

11 

MED 

OTHER  KIDNEY  +  URINARY  TRACT  DIAGNOSES  AGE  18-69  W/O  C.C. 

0 

.6740 

333 

11 

MED 

OTHER  KIDNEY  +  URINARY  TRACT  DIAGNOSES  AGE  0-17 

0 

.7915 

334 

12 

SURG 

MAJOR  MALE  PELVIC  PROCEDURES  WITH  C.C. 

1 

.8038 

335 

12 

SURG 

MAJOR  MALE  PELVIC  PROCEDURES  W/O  C.C. 

1 

.4644 

336 

12 

SURG 

TRANSURETHRAL  PROSTATECTOMY  AGE  >69  AND/OR  C.C. 

0 

.9871 

337 

12 

SURG 

TRANSURETHRAL  PROSTATECTOMY  AGE  <70  W/O  C.C. 

0 

.7788 

338 

12 

SURG 

TESTES  PROCEDURES  FOR  MALIGNANCY 

0 

.8907 

339 

12 

SURG 

TESTES  PROCEDURES,  NON- MALIGNANT  AGE  >17 

0 

.5766 

340 

12 

SURG 

*  TESTES  PROCEDURES,  NON-MALIGNANT  AGE  0-17 

0 

.4335 

341 

12 

SURG 

PENIS  PROCEDURES 

0 

9974 

342 

12 

SURG 

CIRCUMCISION  AGE  >17 

0 

.4266 

343 

12 

SURG 

*  CIRCUMCISION  AGE  0-17 

0 

3788 

344 

12 

SURG 

OTHER  MALE  REPRODUCTIVE  SYSTEM  O.R.  PROCEDURES  FOR  MALIGNANCY 

1 

1216 

345 

12 

SURG 

OTHER  MALE  REPRODUCTIVE  SYSTEM  O.R.  PROC  EXCEPT  FOR  MALIGNANCY 

0 

8196 

346 

12 

MED 

MALIGNANCY,  MALE  REPRODUCTIVE  SYSTEM  AGE  >69  AND/OR  C.C. 

0 

8569 

347 

12 

MED 

MALIGNANCY,  MALE  REPRODUCTIVE  SYSTEM  AGE  <70  W/O  C.C. 

0 

6441 

348 

12 

MED 

BENIGN  PROSTATIC  HYPERTROPHY  AGE  >69  AND/OR  C.C. 

0 

6260 

349 

12 

MED 

BENIGN  PROSTATIC  HYPERTROPHY  AGE  <70  W/O  C.C. 

0 

4854 

350 

12 

MED 

INFLAMMATION  OF  THE  MALE  REPRODUCTIVE  SYSTEM 

0 

6270 

351 

12 

MED 

STERILIZATION,  MALE 

0 

3334 

352 

12 

MED 

OTHER  MALE  REPRODUCTIVE  SYSTEM  DIAGNOSES 

o 

5388 

353 

13 

SURG 

PELVIC  EVISCERATION,  RADICAL  HYSTERECTOMY  +  VULVECTOMY 

1 

8818 

354 

13 

SURG 

NON -RADICAL  HYSTERECTOMY  AGE  >69  AND/OR  C.C. 

1 

2335 

355 

13 

SURG 

NON-RADICAL  HYSTERECTOMY  AGE  <70  W/O  C.C. 

0 

9767 

356 

13 

SURG 

FEMALE  REPRODUCTIVE  SYSTEM  RECONSTRUCTIVE  PROCEDURES 

0 

8511 

357 

13 

SURG 

UTERUS  +  ADENEXA  PROCEDURES  FOR  MALIGNANCY 

2 

1101 

358 

13 

SURG 

UTERUS  +  ADENEXA  PROC  FOR  NON-MALIGNANCY  EXCEPT  TUBAL  INTERRUPT 

1. 

1185 

359 

13 

SURG 

INCISIONAL  TUBAL  INTERRUPTION  FOR  NON -MALIGNANCY 

0. 

5044 

360 

13 

SURG 

VAGINA,  CERVIX  +  VULVA  PROCEDURES 

0. 

6055 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 


225 


RELATIVE 


ORG 

MDC 

TITLE 

WEIGHTS 

361 

13 

SURG 

LAPAROSCOPY  +  ENDOSCOPY  (FEMALE)  EXCEPT  TUBAL  INTERRUPTION 

0 

.7063 

362 

13 

SURG 

LAPAROSCOPIC  TUBAL  INTERRUPTION 

0, 

.3596 

363 

13 

SURG 

D+C,  CONIZATION  +  RADIO- IMPLANT  FOR  MALIGNANCY 

0, 

.6176 

364 

13 

SURG 

D+C,  CONIZATION  EXCEPT  FOR  MALIGNANCY 

0, 

.3922 

365 

13 

SURG 

OTHER  FEMALE  REPRODUCTIVE  SYSTEM  O.R.  PROCEDURES 

1, 

.9086 

366 

13 

MED 

MALIGNANCY,  FEMALE  REPRODUCTIVE  SYSTEM  AGE  >69  AND/OR  C.C. 

0, 

.8626 

367 

13 

MED 

MALIGNANCY,  FEMALE  REPRODUCTIVE  SYSTEM  AGE  <70  W/O  C.C. 

0, 

.5354 

368 

13 

MED 

INFECTIONS,  FEMALE  REPRODUCTIVE  SYSTEM 

0, 

.7610 

369 

13 

MED 

MENSTRUAL  +  OTHER  FEMALE  REPRODUCTIVE  SYSTEM  DISORDERS 

0, 

.5498 

370 

14 

SURG 

CESAREAN  SECTION  WITH  C.C. 

1, 

.0856 

371 

14 

SURG 

CESAREAN  SECTION  W/O  C.C. 

0. 

.7670 

372 

14 

MED 

VAGINAL  DELIVERY  WITH  COMPLICATING  DIAGNOSES 

0, 

.5945 

373 

14 

MED 

VAGINAL  DELIVERY  W/O  COMPLICATING  DIAGNOSES 

0, 

.3538 

374 

14 

SURG 

VAGINAL  DELIVERY  WITH  STERILIZATION  AND/OR  D+C 

0, 

.5755 

375 

14 

SURG 

* 

VAGINAL  DELIVERY  WITH  O.R.  PROC  EXCEPT  STERIL  AND/OR  D+C 

0, 

.6817 

376 

14 

MED 

POSTPARTUM  AND  POSTABORTION  DIAGNOSES  W/O  O.R.  PROCEDURE 

0. 

.4523 

377 

14 

SURG 

POSTPARTUM  AND  POSTABORTION  DIAGNOSES  WITH  O.R.  PROCEDURE 

0, 

.7886 

378 

14 

MED 

ECTOPIC  PREGNANCY 

0, 

.7358 

379 

14 

MED 

THREATENED  ABORTION 

0, 

.2409 

380 

14 

MED 

ABORTION  W/O  D+C 

0. 

.3609 

381 

14 

MED 

ABORTION  WITH  D+C,  ASPIRATION  CURETTAGE,  OR  HYSTEROTOMY 

0. 

.3783 

382 

14 

MED 

FALSE  LABOR 

0, 

.1137 

383 

14 

MED 

OTHER  ANTEPARTUM  DIAGNOSES  WITH  MEDICAL  COMPLICATIONS 

0, 

.4453 

384 

14 

MED 

OTHER  ANTEPARTUM  DIAGNOSES  W/O  MEDICAL  COMPLICATIONS 

0, 

.4586 

385 

15 

* 

NEONATES,  DIED  OR  TRANSFERRED 

0, 

.6811 

386 

15 

« 

EXTREME  IMMATURITY  OR  RESPIRATORY  DISTRESS  SYNDROME,  NEONATE 

3 

.6480 

387 

15 

* 

PREMATURITY  WITH  MAJOR  PROBLEMS 

1, 

.8267 

388 

15 

* 

PREMATURITY  W/O  MAJOR  PROBLEMS 

1, 

.1571 

389 

15 

* 

FULL  TERM  NEONATE  WITH  MAJOR  PROBLEMS 

0, 

.5425 

390 

15 

* 

NEONATES  WITH  OTHER  SIGNIFICANT  PROBLEMS 

0, 

.3486 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


DRG 

MDC 

TITLE 

WEIGHTS 

391 

15 

*  NORMAL  NEWBORNS 

0 

.2218 

392 

16 

SURG 

SPLENECTOMY  AGE  >17 

3 

.2494 

393 

16 

SURG 

*  SPLENECTOMY  AGE  0-17 

1 

.5206 

394 

16 

SURG 

OTHER  O.R.  PROCEDURES  OF  THE  BLOOD  +  BLOOD-FORMING  ORGANS 

1 

.0891 

395 

1b 

MED 

RED  BLOOD  CELL  DISORDERS  AGE  >17 

0 

.7153 

396 

16 

MED 

RED  BLOOD  CELL  DISORDERS  AGE  0-17 

0 

.2952 

397 

16 

MED 

COAGULATION  DISORDERS 

0 

.9971 

398 

16 

MED 

RETICULOENDOTHELIAL  +  IMMUNITY  DISORDERS  AGE  >69  AND/OR  C.C. 

0 

.9753 

399 

16 

MED 

RETICULOENDOTHELIAL  +  IMMUNITY  DISORDERS  AGE  <70  W/O  C.C. 

0.7247 

400 

17 

SURG 

LYMPHOMA  OR  LEUKEMIA  WITH  MAJOR  O.R.  PROCEDURE 

2 

.6646 

401 

17 

SURG 

LYMPHOMA  OR  LEUKEMIA  WITH  OTHER  O.R.  PROC  AGE  >69  AND/OR  C.C. 

1 

.5902 

402 

17 

SURG 

LYMPHOMA  OR  LEUKEMIA  WITH  OTHER  O.R.  PROCEDURE  AGE  <70  W/O  C.C. 

1 

0555 

403 

17 

MED 

LYMPHOMA  OR  LEUKEMIA  AGE  >69  AND/OR  C.C. 

1 

3279 

404 

17 

MED 

LYMPHOMA  OR  LEUKEMIA  AGE  18-69  W/O  C.C. 

1 

0449 

405 

17 

MED 

*  LYMPHOMA  OR  LEUKEMIA  AGE  0-17 

1 

0407 

406 

17 

SURG 

MYELOPROLIF  DISORD  OR  POORLY  DIFF  NEOPLASM  W  MAJ  O.R.  PROC  +  C.C. 

2 

5307 

407 

17 

SURG 

MYELOPROLIF  DISORD  OR  POORLY  DIFF  NEOPLASM  W  MAJ  O.R.  PROC  W/O  C.C. 

1 

7127 

408 

17 

SURG 

MYELOPROLIF  DISORD  OR  POORLY  DIFF  NEOPLASM  WITH  OTHER  O.R.  PROC 

1 

0502 

409 

17 

MED 

RADIOTHERAPY 

0 

9856 

410 

17 

MED 

CHEMOTHERAPY 

0 

4285 

411 

17 

MED 

HISTORY  OF  MALIGNANCY  W/O  ENDOSCOPY 

0 

5907 

412 

17 

MED 

HISTORY  OF  MALIGNANCY  WITH  ENDOSCOPY 

0 

3389 

413 

17 

MED 

OTHER  MYELOPROLIF  DISORD  OR  POORLY  DIFF  NEOPL  DX  AGE  >69  AND/OR  C.C. 

1. 

0457 

414 

17 

MED 

OTHER  MYELOPROLIF  DISORD  OR  POORLY  DIFF  NEOPL  DX  AGE  <70  W/O  C.C. 

0. 

8984 

415 

18 

SURG 

O.R.  PROCEDURE  FOR  INFECTIOUS  +  PARASITIC  DISEASES 

3. 

3292 

416 

18 

MED 

SEPTECEMI A  AGE  >17 

1. 

6183 

417 

18 

MED 

SEPTECEMI A  AGE  0-17 

1. 

1532 

418 

18 

MED 

POSTOPERATIVE  +  POST -TRAUMATIC  INFECTIONS 

1. 

0026 

419 

18 

MED 

FEVER  OF  UNKNOWN  ORIGIN  AGE  >69  AND/OR  C.C. 

0. 

9306 

420 

18 

MED 

FEVER  OF  UNKNOWN  ORIGIN  AGE  18-69  W/O  C.C. 

0. 

8319 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 


RELATIVE 


nor 

nUL 

T  T  T  1  C 
1  1  1  Lt 

WEIGHTS 

1  ft 

ucrr 
ntU 

VI KAL    I  LLNbbb  Abe   >  \  f 

0 . 5674 

in 
1  o 

u  — \ 

ntu 

\/T  DAI      Tl  I  IICCC    j.     rriirn    C\  r    r  iLlkVkirti  ikl    HD  T  T  T  41     Ai**C    Ci  17 

V I  KAL   1  LLNbbb  +  rbvbK  Ur  UNK.NUWN  UK  I  b  I N  Abt  U  ■  i  ( 

0.6582 

/.  97 

1  n 

ucrt 
ntU 

UlrlbK   INrbLIIUUS  +  PAKAblllL  DISEASES  DIAGNOSES 

1 .3207 

L">L 

1  0 

i  y 

CI  IDT 

SUKb 

n   D      DDnrcni  idcc   iittu   ddiiiptdai    n  r  Arurtcic   o  r   uciit  a  i     1 1  i  nrpp 
U.K.   PKULbDUKbb  Wl 1 H  PRINCIPAL  DlAbNUblb  Ur  MbNTAL  ILLNESS 

2.2112 

10 
i  y 

ucrt 
ntu 

A  PI  ITC     A       IIICT     DCAPT     i     IN  ?  PTI  IDD  A  HTTP    i~»  r     nCVrUftPAr  !  A  I  r\VPtllkIf*T?rtkl 

ALUlb  ADJUST  REACT  +  DISTURBANCES  Or  PSYCHOSOCIAL  DYSFUNCTION 

0.6097 

H£0 

i  y 

MtU 

DbPKbSSlvb  NbUKUSbb 

0.8330 

10 
i  y 

urn 

ntu 

NbUKUSbb  bXLbPI  DbPKbbblVb 

0.7019 

io 
l  y 

ntu 

A  I  CADriCDC     CiC     DCDCflllAI    T  TV     j_     TUDIII  PC  PrtllTDm 

DlbUKUbKb  Ur  PbKSUNALIiY  +   IMPULbE  LUN 1 KOL 

0.8513 

hey 

1  o 

i  y 

MED 

HDA  A  11  I  r     ft  T  PTI  IDOA  UPCP      .      UCklTA  1  DCTADhATTrtl! 

ORGANIC  DISTURBANCES  +  MENTAL  RETARDATION 

0.8424 

LXH 

4jU 

i  y 

ntu 

Pb YCHUbbb 

1 . 0762 

/  71 

1  o 

i  y 

H  E  D 

CHILDH0O0  MENTAL  DISORDERS 

0.8495 

/  73 

1  o 

i  y 

MED 

OTHER  DIAGNOSES  Or  MENTAL  DISORDERS 

0.6969 

£77 

on 

pi  idpt  Akirc   i  ipr    »  npi    t  kini  iren    norA  n  i  r   urkiTAi     r\  t  pAnr\rnp      i  cct    a  la  a 

SUBSTANCE  USE  AND  INDUCED  ORGANIC  MENTAL  DISORDERS,  LEFT  AMA 

0 . 3906 

A7A 

On 

CIIDCTAIIPC      A  □  i  1  C  C          TklTClV      IklfMIOC     Ull  T  1       r  VII     CVr     nrnriin      Akin  /nD     l"\T  U     rUUnT  TfiT 

SUBblANLt  AbUSt,    INTUX  INDULt  MN 1 L  SYN  EXC  DEPEND  AND/OR  OTH  SYMPT  TRT 

0 . 7098 

On 

CMDCTAkjr*c   r\c nc kin c kl c*c      ncTov    tun  /nD   htucd   cvunrmATir  tdcatucht 
SUBSIANCE  UtPtNUtNLt,   DtlUX  ANU/UR  UIHtK  SYnPIOHAIIC  TREATMENT 

0 . 7980 

£7A 

H  JO 

on 

ci  idct  Akirc   nencuntre   iittu    dcuadti  r  tut  inn  tucdadv 
bUoblANLt  UtPtNUtLt  W1IH  K t HAD  1 L I  1 A 1  I  UN  IHtKAPY 

1 .0166 

£77 

on 

ci  idct  kiirc    ncnciinciirc      aolid  t  kicri    dcuadti  iTkTTnu    Akm   nrTnu  Turoinv 

SUBSTANCE  DEPENDENCE,   COMBINED  REHABILITATION  AND  DETOX  THERAPY 

1 . 3276 

on 

kirt   i  r*ki/*co   \/ai  Tn 
NU  LONbtR  VALID 

0.0000 

£70 

c  I 

CI  ID/* 

oUKb 

CV  T  kl     CDkCTC     CmO      T  kl  II  ID  TCC 

SKIN  bKArls  rUK  INJURIES 

1 . 7930 

HHU 

0  1 

ci  lor 
SUKb 

ttruikm   rt  c  d  d  i  n  cue  kl  t  c    enn    t  kl  iiidtcc 
WUUNU  UtoKlUtntNIb   rUK  INJUKltS 

2.0315 

1 

HH  I 

9 1 

CI  ID C 

SUKb 

uAkirt   DDnrcrM  idcc   cno    t  ki  iiidtcc 
HANU  rKULtUUKtb   rUK  INJUKltS 

0. 7305 

LL"? 

9 1 

CI  ID C 

oUKb 

nTuco  n  o      DDnrcni  idcc   cnD    t  ki  iiidtcc   acc   vZQ  Akin /dd  r*  r* 
UIHtK  U.K.   rKULtUUKts  rUK   INJUKItb  Abt  >Oy  ANU/UK  L.L. 

1 .8156 

LLX 

01 

ci  lor 
oUKb 

nTucD  a  d     DDnrcrii  idcc   cno    t  ki  iiidtcc   Arc   *~7C\  u /r\  r*  f° 
UIHtK  U.K.    KKULtUUKto   rUK    INJUKlto  Abt   <lU  W/U  L.L. 

1    /  on 

1 . 4872 

444 

21 

MED 

MULTIPLE  TRAUMA  AGE  >69  AND/OR  C.C. 

0.7074 

445 

21 

MED 

MULTIPLE  TRAUMA  AGE  18-69  W/0  C.C. 

0.6015 

446 

21 

MED  * 

MULTIPLE  TRAUMA  AGE  0-17 

0.4796 

447 

21 

MED 

ALLERGIC  REACTIONS  AGE  >17 

0.4471 

448 

21 

MED  * 

ALLERGIC  REACTIONS  AGE  0-17 

0.3470 

449 

21 

MED 

POISONING  AND  TOXIC  EFFECTS  OF  DRUGS  AGE  >69  AND/OR  C.C. 

0.6954 

450 

21 

MED 

POISONING  AND  TOXIC  EFFECTS  OF  DRUGS  AGE  18-69  W/0  C.C. 

0.5422 

*  Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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RELATIVE 


UKu 

TtTI  C 

1  1  1  Lt 

WEIGHTS 

1 

Men 

dot  cnu  t  Air  Aun  mvir  cccmc  nr  nDitrc  n.17 
KUlbUNlNu  ANU    IUaIL  trrtLIb  Ur  UKUub  U  If 

0 

.5498 

/.  C.O 

0  1 
£  I 

ntu 

pnuni  irATrnuc  nr  tdcatmcmt  Arc  -jAO  AUn/nD  p  r 
LUnr L I  LA  I  1 UNb  Ur    IKtAlntNl    Aut   >Or  ANU/UK  L.L. 

0 

.8080 

/.  C."Z 

0  1 

urn 

pnMDi  TPATinijc  nc  tdcatmcut  Arc  *7C\  u /n  r  r 
LUMKL 1  LA  1  1 UNb  Ur    IKtAlntNl    Aut   <(U  W/U  L.L. 

0 

.7505 

/  c;/ 

H  JH 

Men 

ntu 

nTUCD     T  Al  1 1  ID  T  CC       DnTCHAIIAirC    J-    THVIP    C  C  C     M  »r    Arc    virt    Aktrt  /nn 

UlntK   INJUKltb,   HUlbUNlNub  +   1  UA  J  L  trr  UIAb  Abt  >0t  AND/OR  C.C. 

0 

.8098 

/.  CC 

9  1 

Men 

nrucD    t  ai  11  id  1  r c     dot  cnn t lire  j.   mvir  ccc  nmr   Arc   ^7fi  1 1  /n  r  r. 
UlntK   INJUKlto,   rUlbUNlNbb  +    IUAIL  trr  UIAb  Aut  <(U  W/U  L.L. 

0 

.6003 

/  CA 
HDD 

cc 

Dl  IDAIC       TDAAICCCDDCn    TO    AimTUCD     API  ITC    PIDC     CArTI   T  TV 

BUKNb,    IKANbrtKKtU    IU  ANUIntK  ALU  1 1  LAKt  rAHLIlY 

1 

8156 

/  c.7 

4J  ( 

0  0 
cc 

CVTCAICTWC  DMDMC 

tXltNblvt  BUKNb 

7 

5688 

/  en 

H  JO 

0  0 
ClL 

CI  IDP 

Amu   rvTrkiciuc   diidlic  iittu   cl'tai  rDACTC 
NUN   tAltNblvt   BUKNb  W 1 1 H   bK I N   bKAr 1 b 

3 

9455 

/  CO 

00 

cc 

CI  tDr 

bUKli 

AinAI  _  C  VTC  Al  C  T \/C    D]  IDAIC    IITTU    1  im  lAin    nCDDinCUCIIT    j.    nTUCD    n    a  nnnr 

NUN " t A  1 1 Nb  i  Vt  bUKNb  Wlln  WUUNU  UtBKlUtntNl    +  UlntK  O.R.  PRUL 

3 

2662 

7-3 
cc 

MtU 

AIOU  -  C  VT C  Al C  T \/C    Dl  IDAIC    1  1  tf\    C\    D       DDHPCIM  IDC 

NUN - t A  1 tNb 1 Vt   BUKNb  W/U  U.K.  rKULtUUKt 

1 

1595 

/  a  1 

HO  I 

ci 

SURG 

r\    D        nnftp    IITTU    n  1  APlinPCP    r\C     nTUCD     PnU  T  A  PT    IITTU     um  TU  rmifirrr> 

U.K.  KKUL  WIIH  DIAbNUbtb  Ur  UlntK  LUNIALI   Wlln  HEALTH  SERVICES 

1 

3572 

/  A"? 

HOC 

ox 

C3 

Men 
MtL) 

DCUADTI   T  T  A  T  T  rttl 

KtnAtJl  L  1  1  A  1  1UN 

2 

1408 

/  A"Z 

OX 
CD 

Mm 
ntU 

CTrAic    i.  cvunTnuc  iittu   r  r 
blbNb  +  bYnrlUMb  WIIH  L.L. 

0 

7951 

/  A/ 
404 

OX 
CD 

Men 

nt  u 

c  t  puc  j-  cvunTnuc  1 1 /n  r  r 
blbNb  +  blnrlUMb  W/U  L.L. 

0 

6948 

465 

23 

MED 

AFTERCARE  WITH  HISTORY  OF  MALIGNANCY  AS  SECONDARY  DIAGNOSIS 

0. 

2882 

466 

23 

MED 

AFTERCARE  W/0  HISTORY  OF  MALIGNANCY  AS  SECONDARY  DIAGNOSIS 

0. 

4153 

467 

23 

MED 

OTHER  FACTORS  INFLUENCING  HEALTH  STATUS 

0. 

7223 

468 

UNRELATED  O.R.  PROCEDURE 

2. 

4542 

469 

PRINCIPAL  DIAGNOSIS  INVALID  AS  DISCHARGE  DIAGNOSIS 

0. 

0000 

470 

UNGROUPABLE 

0. 

0000 

471 

SURG 

BILATERAL  OR  MULTIPLE  MAJOR  JOINT  PROCEDURES  OF  THE  LOWER  EXTREMITIES 

3. 

8994 

Medicare  data  have  been  supplemented  by  data  from  Maryland  and  Michigan  for  low  volume  DRGs. 
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